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PREFACE 


S ince 1948 I have given, to audiences of students and of bankers, 
a number of talks on various aspects of central banking, and there 
has been some demand for publication of these talks. Some of them 
have sooner or later been published, but not always in the English 
language. I have been pressed, particularly by teachers in other univer¬ 
sities, to make these papers more easily accessible, and the present 
volume is offered in response. The first and seventh papers have not 
been previously printed, and only the second, fourth, and tenth have 
previously appeared in this country. More than half the book has 
been written in 1955 and 1956. 

Those previously printed in English are reproduced here without 
any substantial change. Between those written early and late, circum¬ 
stances have changed, as the reader will appreciate. There have also 
been minor changes in my views; no textual amendments have been 
made to conceal these. Footnotes added in 1956 appear in square 
brackets. 

I acknowledge with thanks the permission to reprint granted by 
the Editors of the Economic History Review , the Quarterly Journal of 
Economics , the Schweizerische Zeitschrift fur Volkswirtschaft und Sta¬ 
tist ik y the Quarterly Review of the Banca Nazionale del Lavoro , and The 
Three Banks Review; and by the Institute of Bankers (London). I must 
also thank many audiences—in Paris, Oxford, London, Basle, Zurich, 
Edinburgh, Glasgow, Princeton, Liverpool, Nottingham, Newcastle, 
and Cambridge—whose stimulating questions often led to improve¬ 
ments when the papers were finally prepared for publication. Among 
helpful friends here and elsewhere, I must single out for thanks Sir 
Dennis Robertson, whose patient comments on some of the drafts 
spread over many years, have saved me from pitfalls more numerous 
than I should care to count. 

R. S. S. 

London School of Economics 
March 19 56 



NOTE ON SECOND IMPRESSION 


In this reprint opportunity has been taken to make 
some alterations of substance on pp. 89 and 91, and 
to correct misprints on pp. 113 and 122. 
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The Theoretical Basis of Central Banking 

T he essence of central banking is discretionary control of the 
monetary system. The purpose of central banking has been 
defined in various ways: to maintain stability of the price level, 
to keep the economy on an even keel, and so on. These aims could be 
varied far more than they are in the literature: under some circumstances 
the purpose of central banking might be defined as the maintenance 
of the gold standard, the maintenance of a sterling standard, or the 
maintenance of a dollar standard. But these varieties are of purpose; 
central banking is an institutional arrangement that may be made to 
serve any one of a number of purposes. The choice of purpose—the 
object of monetary policy—is not irrelevant to the choice of method: 
a community might hope more reasonably in some cases than in others 
to attain its ends by making its monetary system work to rule. And 
working to rule is the antithesis of central banking. A central bank is 
necessary only when the community decides that a discretionary ele¬ 
ment is desirable. The central banker is the man who exercises his 
discretion, not the machine that works according to rule. 

Most economists nowadays take it for granted that there must be 
a central bank, at any rate in every highly developed economy. Yet 
central banks are comparative novelties. Evert in England central 
banking history falls well within the last two hundred years, while in 
the United States and most other countries it is practically confined to 
the twentieth century. The very term ‘central banking’ is not as old as 
the century. Before we take such a youngster entirely for granted, 
perhaps we should look rather critically at the foundation on which it 
rests. Why has the world apparently abandoned the attempt to leave 
its monetary systems to work by rule? 

An automatic monetary system does have certain seductive advan¬ 
tages. The monetary unit is, after all, of crucial importance in all con¬ 
tractual relationships in the economy, and a long tradition in English 
political economy lies behind the view that any tampering with the 
monetary unit is a fraud on either debtors or creditors. The Ricardian 
view was that the nation had decided, and decided rightly, that the 
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The Theoretical Basis of Central Banking 

value of the monetary unit should be made to depend upon the world 
value of gold, and that the supply of money should be so closely tied 
to conditions in the market for gold that there should be no room for 
human manipulation, however well intentioned. Any discretionary 
action would be ‘tinkering with the currency’. Some earlier writers 
had admitted the possibility of circumstances in which discretionary 
action might improve on the blind forces of the market-place; but some 
of these were reluctantly converted, after the experiences of the first 
twenty years of the nineteenth century, to the view that the steering- 
wheel was safer under Adam Smith’s Invisible Hand than under the 
hand of the Old Lady of Threadneedle Street. Experience in the 
eighteen-twenties and eighteen-thirties was not much better, or at 
least could be represented as being not much better; conscious guidance 
of the monetary system appeared to imply arbitrary interference with 
the value of money. Ricardian contempt for the ‘company of merchants’ 
who directed the Bank of England lived on, to inspire the Currency 
School of the thirties and forties with a prejudice against any form of 
discretionary control. Some of these writers asserted that certain basic 
forms of money could be identified and their supply controlled by 
strict rule of law. Others acknowledged the problems imposed by the 
development of commercial banking and of commercial credit and 
wished them away. 1 In western Europe related controversies revealed 
the same distrust of conscious control. Especially in France, Germany, 
and Austria during the third quarter of the nineteenth century, the 
general issue of central banking versus ‘free banking’ was vigorously 
debated by economists. 2 This debate was shaped largely by the practical 
question whether the issue of bank-notes should be monopolized by 
a ‘central bank’, but the arguments are closely akin to those relevant 
to central banking in the broader sense. It was argued, for example, 
that a single bank of issue, obliged to the government for its privileged 
position, would be susceptible to the pressure of short-sighted govern¬ 
ments, whereas a host ol competing banks of issue would be more 
elusive, clinging more tightly to the commercial prudence that would 
restrain their issues. It was argued that the misbehaviour of a central 
bank could bring catastrophe to the whole system, whereas the mis¬ 
behaviour ot one among a number of equally privileged banks would 

On this point I have had the advantage of discussions with Professor L. C. Robbins, 

whose forthcoming book on Robert Torrens has some passages highly relevant to this 
episode. 

2 ° n ,hese controversies, see Vera C. Smith, The Rationale of Central Banking (London, 
1936), especially chapters vi-viii. 
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leave the remaining banks free to step into its shoes as a servant of the 
public. More generally, it was argued that a central bank would take 
risks with its reserves beyond any risk that would be taken by any one 
bank in a multiple reserve system. 1 Most of these arguments boil down 
to an assertion that men are not to be trusted with discretionary powers, 
and that departures from automatism in the regulation of the monetary 
system sooner or later lead to trouble, and bad trouble at that. It is not 
difficult to support this attitude by reference to the monetary history 
of any country; even the most cautious have had their episodes of 
rapid inflation, and some have had pretty desperate deflations as well, 
all or most of these inflations and deflations being consequent upon 
avoidable human decision, ^^ould not an automatic machine be more 
conducive to steady economic progress, as well as more defensible in 
equity ? 

There are some important if more subtle supports for this crude 
argument. The more we learn of monetary history, the more we see 
that people have not always blundered thoughtlessly or immorally; 
it is rather that there are traps in the very nature of monetary policy. 
There is, for instance, the inherent difficulty of taking the right decision 
sufficiently early. The central banker has to try to act in anticipation of 
events, whereas the graphs prepared by his statistical department reveal 
the events only weeks or months afterwards. When the central banker 
has to choose between two courses, one of which is politically dis¬ 
agreeable, he is strongly tempted to doubt the diagnosis that urges the 
disagreeable course. All too readily he postpones the disagreeable, 
pending clearer omens. On the other hand, he is apt to hasten action 
that relieves pressure on the credit situation, because such action ordin¬ 
arily has political attractions. I he difficulty of early diagnosis coupled 
with ordinary human weakness thus gives to central banking an 
inflationary bias, undermining the value of the monetary unit. 

When trying to spot in the surrounding obscurity the dangerous 
trend that he must try to counter, the central banker is also handicapped 
by his human susceptibility to the views of the business men with 
whom it is his duty to keep touch. When optimism is in the air, the 
central banker breathes it and may be unable to realize that danger 

' These continental controversies echoed some of the arguments propounded in the 
English Currency School versus Hanking School controversy of the previous generation, 
but the relationship is not at all easy to disentangle. In the next generation of English 
writers, some were affected by the 'free banking* arguments across the Channel; most 
notably, the oddities of Walter Bagehot’s Lombard Street are to be considered in this 
light. 
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signals are necessary; when all around him are sensing danger ahead, 
the central banker must be superhuman if he is to show the green light 
quickly enough. The central banker may thus exaggerate the ups and 
downs of the economy, squeezing credit just when a boom is breaking, 
and encouraging an incipient boom just when restraint would have 
been most useful. 1 

Discretionary control of the monetary situation thus bears within 
itself the risks of exaggerating the ups and downs of trade and of 
undermining the value of the monetary unit. Yet the elimination of the 
trade cycle and the conservation of the value of money are among the 
most important aims of monetary policy. Are we therefore to say that 
this is a realm in which reliance on human discretion is so peculiarly 
dangerous that we must prefer some automatic monetary system ? My 
own view is that these inherent weaknesses in central banking can, at 
any rate in most countries, be kept within manageable bounds. Econo¬ 
mic forecasting remains and must remain a chancy business, but 
advances in statistical techniques, and perhaps in economic theory too, 
are making the task of diagnosis rather less of a sophisticated blind- 
man’s-buff. The susceptibilities of central bankers to the business 
atmosphere become less dangerous as they become more conscious of 
their responsibilities; the central bankers may indeed go further and 
infect the business men themselves with something of their coldness. 
1 he rise of economic commentators whose roots are in the academic 
rather than the business world may have helped to give central bankers 
the poise that is so desirable. Certainly the economic history of this 
century encourages the view that central bankers can be found to 
diagnose reasonably accurately, to act quickly, and to maintain for 
themselves the desirable half-way house between ivory towers and the 
hurly-burly of the market-place. And as experience in central banking 
accumulates, it is reasonable to expect that the inherent weaknesses will 
be kept increasingly inder control. The worst episodes in recent mone¬ 
tary history-—the g: -at inflations—have been marked by the subjection 
of central bankers to overriding political pressures, against which no 
fixed rules could have stood. 1929-32 remains a black mark against 
the central bankers of the United States, but it is already permissible 

1 The reader may be tempted to find confirmation in the historical phenomena of low 
interest rates persisting far into a period of trade revival, to be followed by extremely high 
rates after the boom has cracked. These phenomena have however been associated most 
clearly with the absence of well-developed central banking; they have been the automatic 
responses ot monetary systems in which central bankers have not accepted an obligation 
to iron out the trade cycle. 
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The Theoretical Basis of Central Banking 

to argue that the last ten years have shown that some of the lessons 
have been learned by the central bankers and will not be forgotten. 

The strength of these arguments in support of central banking is 
necessarily a matter of opinion. Those who are more afraid of human 
weakness and less confident in man’s capacity to master his economic 
environment may logically enough protest that the case for central 
banking is not strong enough. But there is another argument of totally 
different kind, an argument in no way depending on estimates of 
human nature. The root of the argument lies in the artificiality of any 
legal definition of money. The money-quality of assets is something 
imposed by the business habits of people; it is attached in varying 
degree to various assets; and the attachment can be and is varied over 
time in a completely unpredictable manner. To label something as 
‘money’, the supply of which is to behave according to rules laid 
down by legal authority, is to build on shifting sand. Every textbook 
writer wanting to illustrate arguments about the supply of money 
knows how arbitrarily he has to represent a country’s money. Are 
time-deposits to be included or excluded ? Are the liabilities of savings 
banks to be included or excluded? Such difficulties—and they are 
many—spring from the fact that there is no hard and fast line between 
what is money and what is not money. In the ordinary business of life 
nature does not make a jump, and Marshall no doubt would have 
reiterated this doctrine in the context of monetary economics if he had 
reached his later volumes in good time. 

When we worry ourselves about changes in the supply of money, 
our concern is in fact with the changing liquidity position in the 
economy, and any survey that is to be comprehensive must take account 
of the behaviour of every kind of financial institution. If there were 
any basic money the supply of which at all times determined according 
to fixed rules the behaviour of every conceivable financial institution, 
there would be logical point in governing the supply of that money 
according to fixed rules. But there is not; there is not even finality in the 
list of financial institutions whose behaviour is relevant. New financial 
institutions arise to exploit new opportunities; they may not at first be 
recognised as financial institutions, and indeed may not at first be such, 
but may imperceptibly acquire some importance in financial affairs. 

The relevance of the evolution of financial institutions may be 
illustrated by reference to some actual situations. The question of 
controlling the supply of money in England was under constant 
debate throughout the first half of the nineteenth century; but there 
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was no agreement as to what constituted the money—for the very good 
reason that any definition is necessarily arbitrary. Most participants in 
these debates recognized the importance of certain assets which they 
regarded either as money-substitutes or as part of a complex money 
supply, and on either basis it was relevant to consider the relationship 
of these assets to money itself or to the other parts of the money- 
supply. For example, the relation between country bank-note issues 
and the Bank of England issues was relevant—but there was disagree¬ 
ment about what the relationship was, partly because it was a changing 
relationship. Similarly the relation of bank deposits and bills of exchange 
to the supply of money, defined in some narrower sense, was much 
debated. In retrospect, there can be no doubt that the relationship 
between these various classes of assets was in fact rapidly changing: 
the degree to which the community was imputing the money-quality 
to them was changing. Bank deposits, as we now recognize, were 
becoming much more important in the monetary situation, and the 
law was clutching at a slippery eel when it sought to apply a rule of 
thumb to the monetary situation by regulating the issue of bank notes 
alone. This was the design of the famous Bank Charter Act of 1844; 
men soon found how to escape its intentions, though the empty shell 
long remained, a memorial to those who believed that either nature or 
the law had drawn a sharp line of distinction between what was money 
and what was not money and that an automatic machine could 
sufficiently govern the monetary situation. 

In our own time one of the most important changes in monetary in¬ 
stitutions has been the growth of consumer credit, and of die specialist 
hire-purchase finance companies that facilitate the growth of that 
credit. This is merely the latest development in institutions that alter 
the liquidity situation of the people who make up the economy. No 
rule of thumb based on the structure and behaviour of financial 
institutions of a quarter of a century' ago could have provided by 
anticipation for the changes in the liquidity position caused by the 
hire-purchase operations. Yet any control of the monetary situation, 
if it is to have any chance of success in maintaining full employment or 
stabilizing the value of money, must take cognizance of these changes 
in financial institutions. It is idle to say that one can somewhere find 
an ultimate form of money and rule that off as the grand regulator of the 
economic situation, a regulator that can be made to behave properly by 
legislator’s orders. Our economic systems are not like that. 1 

1 Even in our own generation there arc economists who base arguments for monetary 
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So we must have central bankers to exercise a discretionary influence 
upon the monetary situation. And it follows that there is no code of 
eternal rules for them to follow. They have to adapt their ways to the 
shape of the community’s constantly changing financial habits. By 
comparative study we may, of course, hope to find some generaliza¬ 
tions about the behaviour of central banks, and the experience of some 
may offer guarded guidance to others; but we are doomed to dis¬ 
appointment if we look for rules applicable to all times and all places. 
We have central banks for the very reason that there are no such rules. 

reform on the supposed possibility of identifying once and lor all something called 
‘money'. Sec c.g. Milton Friedman, Essays in Positive Economics , from which the follow¬ 
ing is taken (p. 135): ‘a reform of the monetary and banking system to eliminate both the 
private creation or destruction of money by central-bank authority. I he private creation 
of money can perhaps best be eliminated by adopting the 100 per cent reserve proposal, 
thereby separating the depositary from the lending function of the banking system. 
I find all such proposals tempting, but they are based on a complete misconception of the 
origin of money. 
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The Development of Central Banking 

after Bagehot' 

C onsidering that it is the outstanding theme in the monetary 
history of the nineteenth century, it is surprising that the 
development of central banking principles by the Bank of 
England has not yet been traced in a really satisfactory way. Parts of 
the story have, it is true, been convincingly expounded: for example, 
Sir John Clapham 1 2 and Professor Viner 3 have left little more to be said 
about the restriction period, and articles by Mr. Horsefield 4 and the late 
Professor Whale 5 cover much of the pre-1844 period. The later part 
of the century, on the other hand, has received much less systematic 
and much less profound treatment. Important light has been thrown 
upon it, of course, by Clapham’s official history of the Bank; and 
Professor Hawtrey’s Century of Bank Rate , published a few years before 
Clapham, made a great contribution, especially by his analysis of gold 
movements. Mr. Wilfrid King’s book 6 and Professor Victor Morgan’s 
book 7 had earlier covered the whole century, but they did not have the 
advantage of Clapham’s access to the Bank’s records. 8 

The period that cries aloud for further attention is the post-Bagehot 
period—the generation following 1873. But, though the literature 
includes no systematic discussion, entirely new research would not be 
appropriate at this stage. It is more appropriate to take full advantage 
of Clapham, Haw trey, and the others, and to review the period from 


1 A paper read to the Institut de Science Economique Appliqudc, Paris, in December 
1950, and published in the Economic History Review, Second Series > vol. iv. no. I (1951). 

1 The Bank of England (Cambridge, 1944). 

3 Studies in the Theory of International Trade (Allen and Unwin, 1937). 

4 See particularly, 'The Opinions of Horsley Palmer/ Economica (May 1948). 

5 ‘A retrospective view of the Bank Charter Act of 1844', Economica (August 1944), 
reprinted in Ashton and Sayers, Papers in English Monetary History (Oxford, 1953). 

0 A History of the London Discount Market (London, 1936). 

7 Central Banking in Theory and Practice (Cambridge, 1943). 

8 My own single published contribution ( Bank of England Operations , 1890-1914 
(London, 1936)) refers only to the close of the period, and like King and Morgan suffers 
from having preceded die work of Clapham. 
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Central Banking after Bagehot 

the single standpoint of the development of central banking. That is 
the purpose of this essay. 

The period to be covered begins at the publication of Bagehot’s 
Lombard Street in 1873. The appearance of this book is the appropriate 
starting-point because it closes one chapter and opens another—or at 
least points out that another has opened. It settled once and for all the 
question of how the Bank should behave in a crisis. Though Thomson 
Hankey (who provoked Bagehot to write Lombard Street) remained in 
the directorate of the Bank for another two decades, no one could 
again put forward the doctrine of 1844 in all its nakedness. After Bage¬ 
hot the Bank’s special position is taken for granted. It is not just like 
any other bank’; it is the holder of the single reserve, the ultimate 
source of support for the country’s financial structure in times of 
difficulty. What does this responsibility involve, and how can the 
Bank best shoulder the burden? That is Bagehot’s second question 
—the question he opens but does not close. All London s liabilities 
fall ultimately on the Bank of England; and one of Bagehot s main 
points of fact was that these liabilities had very greatly increased. 1 his 
change in London’s international position had been a gradual one, 
going back many decades; but since 1830, and especially since the late 
fifties, there had been great acceleration. Railway and steamship were 
narrowing the specie points and the telegraph was knitting money 
markets closer together. The rise of the overseas banks in London 
(notably in the sixties) had raised both London s assets and London s 
liabilities as banker to a wide sterling area—a sterling area much 
wider than the Empire, for the sovereign passed current in many lands 
where the Crown was unacknowledged. All these points were made by 
Goschen in his early writings, especially his tract on The Foreign 
Exchanges which set out clearly the influence of Bank Rate on the 
international short-loan fund. A few years after Goschen had written, 
London’s importance and London’s sensitiveness were increased by the 
disruption of the Baris money market in and after the war of 1870. 
Finally, after Bagehot had written, changes in the monetary laws of 
many of the leading countries brought into existence the pure inter¬ 
national gold standard, destined to last nearly four decades throughout 
which it was pivoted on London as the great free gold market and the 
great international lender. 

Bagehot’s own solution for the problems presented by these new 
responsibilities was an increase in the Bank’s reserve. (It does not 
matter, in this context, whether we mean by ‘reserve’ the total gold 



io The Development of 

holding or, as was more usually implied, the reserve of unused notes, 
which represented ‘free’ gold.) An enormous amount could be drawn 
from the Bank, either for internal or external purposes—the reserve 
to meet these liabilities was fantastically small—therefore this reserve 
must be increased. Such was Bagehot’s general line of argument; and 
it was the line running through most intelligent discussion right down 
to 1914. But logical though this argument looked, it was not exactly 
in this way that a solution was found—a solution in the sense that 
convertibility of the note was never seriously in jeopardy. Where the 
solution was found was in the weapon of Bank Rate. Oddly enough, 
arguments about the need for a stronger Bank Rate policy and about 
the need for a bigger reserve run parallel in many of the discussions 
throughout this period, and there seems to have been little realization 
that the two lines of attack were alternatives, in the sense that a bigger 
reserve implied less need for a flexible Bank Rate, and more effective 
use of Bank Rate made a big reserve less necessary. 

But though these were logically alternative means of meeting 
London’s increased responsibilities, it was right that efforts should be 
made in both directions simultaneously. There was no reason, in the 
seventies, to suppose that Bank Rate was destined to become the power¬ 
ful weapon it did ultimately become; nor, while the reserves remained 
so small, could the Bank be criticized for making the most it could of 
Bank Rate’s possibilities. In the latter process—the manipulation of 
Bank Rate for the protection of the reserve—the Bank’s starting-point 
was one of weakness and isolation. Manipulation of Bank Rate had no 
point unless it was reflected in market rate, and for three reasons the 
Bank was finding, before the beginning of our period, that things did 
not work out in this convenient way. First, the recent rapid growth of 
the London joint-stock banks, and of bill-brokers dependent on joint- 
stock bank money, had pushed the Bank of England out of its position 
as the normal source of half the market’s funds; the Bank could no 
longer be a price leader’ simply by virtue of its disposal of half the 
market s total supply of money. Secondly, the Bank’s attempt to make 
the discount houses more self-reliant, after 1858, implied loss of that 
continuous business contact which had enabled the Bank’s views to 
permeate the market day by day. Thirdly, the Bank was throughout 
these decades more or less concerned about its own income, and this 
tended to check resort to open market operations that would have 
made Bank Rate more effective but would also have been expensive to 
the Bank’s stockholders. 
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This concern for its own profits was, of course, quite contrary to 
the yet unformulated principles of central banking—or, to put it in 
terms that would have been more readily understood by contem¬ 
poraries, it conflicted with recognition of the Bank’s special responsi¬ 
bilities. But for a generation the emphasis in public discussions had 
been on the Bank’s private rather than on its public status after all, 
it was not so very long since the most interested Prime Minister 1 had 
told it to behave just like any other bank. For much more than a century 
the Bank had been making a comfortable income for its stockholders, 
without exerting itself a great deal. Then in the middle decades of the 
nineteenth century circumstances ceased to support its profits in quite 
the old easy way. Though London’s business, with the country s, was 
undergoing spectacular expansion, the staid ways of the Old Lady of 
Threadneedle Street were uncompetitive, and new business went 
rather to the rising young men of the joint-stock banks. The decisions 
that followed the crash of 1857 accentuated the loss of discount business, 
and through the remainder of the century the Bank was conscious of 
a need to seek out new sources of income. 2 Its dividends had not yet 
had that long record of steadiness which Clapham seems to imply 1 
they fell from a peak of 11^ per cent, in 1866 to 8 per cent, in 1868 and 
it was only from about 1877 that a reasonable degree of stability was 
maintained. And even so, the level of stability (9^ per cent, plus) was 
a doubtful satisfaction to stockholders who could sec how well the 
shareholders in some of the new joint-stock banks were faring. I he 
Bank’s perfectly natural habit of glancing over its shoulder at its own 
income had been intensified, too, by Gladstonian attempts (in 1859) 
to drive a hard bargain for the services rendered to the Treasury by 
the Bank. 4 Gladstone, for all his financial acumen, never showed any 
profound understanding of monetary problems, and his attempts to 
skin the Bank to the bone were made with complete disregard for 
indeed in complete ignorance of—their incidental retardation of central 
bank control of the market. For, apart from the many and varied 
developments of new types of business, 5 efforts to protect the Bank s 
income implied chasing market rate downwards when sometimes a 
far-sighted bank might have thought firmness of Bank Rate more 

1 Sir Robert Peel. 

2 Even as late as 1894 the Bank vtas deliberately looking round for new business 
(Clapham, op. cit. ii. 368). 

3 On p. 298 in his second volume. 4 Clapham, op. cit. ii. 255. 

s For example, the loan and other business for municipalities (Clapham, op. cit. ii. 
3 °) ff.). 
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appropriate. Although it would be unfair to suggest that the Bank 
put the interests of its stockholders first, this concern for its income 
was a very real force inhibiting—or at least retarding—an independent 
line by the Bank. 

In these circumstances it is not surprising that for twenty years after 
1858—a period in which Bagehot was forming and writing his views— 
Bank Rate was in general following, rather than leading, market rate. 
But the Bank, recognizing its special responsibilities, was willing to 
take exceptional action to modify this position whenever its reserve 
appeared seriously threatened. This was the cause of resort to open 
market operations on a larger scale and much more frequently than in 
the forties and fifties. Writers before Clapham (including Hawtrey) 
were commonly mistaken about the technique employed by the Bank 
on these occasions. Clapham made it plain that the Bank simply bor¬ 
rowed in the market, through the agency of Messrs. Mullens and 
Marshall. 1 This firm of brokers simply took up, like any discount 
house, money at call and short notice offering in the market, leaving 
with the lenders as collateral some government securities from the 
Bank of England’s portfolio. By taking money off the market in this 
way the Bank could force market rate up to whatever level it desired— 
that is, it could make effective a Bank Rate of its own choice. The 
Bank had, of course, to pay the interest on the funds that Mullens and 
Marshall had borrowed for it in the market, and the costliness of these 
operations was a source of discomfort to a Court that felt a tightness in 
its own income account. When the Bank’s responsibility as the central 
bank clearly called for such action, it did bear the expense, but it did 
it grudgingly. But the situation was often not clear, and doubts in 
diagnosis too often provided the excuse for delay in action. It is 
scarcely surprising that informed outsiders were critical of the Bank’s 
government, saying that it was too slow to take the initiative. It is in 
this context that Bagehot’s own proposal of a permanent Deputy 
Governor is to be read. 

Given this weakness—more fairly perhaps I should say, given this 
hesitation—we may well wonder how convertibility was successfully, 
indeed comfortably, maintained. But we must remember that in the 
chain connecting Bank Rate with the gold reserve there are two links 
—that connecting Bank Rate and market rate, and that connecting 
market rate and the reserve. Now it is true that the Bank was not always 

1 This technique had already been employed, though on much rarer occasions, before 
our period. 
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as energetic as it might have been in forcing market rate into conformity 
with Bank Rate; but when the Bank did act firmly it got quick results 
because the gold reserve was in this period extremely responsive to 
market rate. Three circumstances were particularly favourable to this 
link in the chain of control. First, the internal effect of high rates in 
drawing cash from the country banks was probably at its maximum in 
the third quarter of the century, and was killed only by the aftermath 
of the Baring crisis in 1890. Secondly, London’s foreign lending was 
large and was extremely sensitive to market rate. Thirdly, the world’s 
total stock of gold was increasing, and London was well placed for 
securing a share of it upon occasion for strengthening the reserve. 

The first of these factors—the responsiveness of country banks’ cash 
requirements—is a subject on which a great deal more research must 
be done, but its substantial relevance has already been fully established 
by Professor Hawtrey’s investigations. From the eighteenth century the 
unit banks of the provinces had been connected with the London money- 
market by the network of correspondent relationships between them¬ 
selves and certain of the London banking houses, and from the earliest 
days country bankers had been in the habit of remitting to London their 
surplus cash, drawing on London when cash needs in their districts 
ran up—as the London bankers knew to their cost in the panic days 
of 1825 and on many other occasions. There is reason to believe that 
this flow of cash to and from London was always in some measure 
sensitive to movements in interest rates, and the money-market 
developments consequent upon the foundation of the London joint- 
stock banks, the new flexibility of interest rates in London, and the 
greater ease of transport and communication were three factors com¬ 
bining in the middle decades of the nineteenth century to heighten 
this sensitiveness of country cash reserves to the London interest 
rates. Until 1890 there was very little pressure on country bankers to 
publish any balance sheets, and when they did issue any statements the 
cash was usually concealed in a composite item which also included 
London funds. There was no tradition of stable cash-ratios. So when 
good interest could be earned on short funds placed in London, the 
country banker would reduce his local cash reserve to a minimum, 
reckoning that the interest to be earned would more than compensate 
for the cost of remittance and return. When, on the other hand, interest 
rates in London were low, remittances of surplus cash would not be 
worth while; and the country banker would allow his cash-ratio to rise 
rather than incur the double cost of remittance. Whether the cash 
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drawn to London from the country by high rates was in the form of 
gold or Bank of England notes, it strengthened the Bank’s position in 
that it added to the ‘free’ gold reserve; and it is well known that gold 
was playing a much larger part, since 1850, in the country circulation, 
so that in fact the strengthening of the Bank reserve was often largely 
in the form of gold itself. 

This effect of Bank Rate was probably at its maximum at the begin¬ 
ning of our period. Certainly it dwindled rapidly after the seventies. 
In die early nineties there are still occasional traces, but in the twentieth 
century none. Its decline and eventual disappearance is to be ascribed 
to the amalgamation movement, publicity for bank statistics, and die 
associated new fashion of stable cash-ratios. The amalgamation move¬ 
ment received its first great impetus from the crisis of 1857, as a result 
of which the practice of rediscounting (an important ingredient in a 
unit banking structure) fell into disrepute. As the country banks be¬ 
came absorbed into the branch systems of the London joint-stock 
banks, the former inevitably had to fall in with the latter’s ideas about 
publishing balance sheets and maintaining fairly steady cash-ratios. 
This tendency of cash-ratios towards stability was of course a natural 
result of the growing recognition of the Bank of England’s position as 
lender of last resort. (If there is an effective lender of last resort and 
banking assets are readily available, a bank need never hold a cash-ratio 
above what is the convenient and respectable minimum.) So in the 
seventies and eighties the spreading tentacles of the London joint-stocks 
implied growing rigidity of cash reserves. Then came the Baring crisis 
of 1890, giving a fresh impetus to amalgamation and provoking a 
major drive for published cash-ratios—and so the old responsive¬ 
ness of country bank reserves to dear and cheap money finally dis¬ 
appeared. 1 

While this internal effect of Bank Rate changes was perhaps at its 
maximum at the beginning of our period and was certainly a diminish¬ 
ing force during these years, the second effect—the effect on London’s 
foreign lending—was as certainly increasing. During much of die 
seventies it appears that London’s net foreign lending was small; but 
even when new lending scarcely sufficed to cover repayments of old 
loans, the gross amount of new lending was appreciable. Then during 


1 llit* growth of window-dressing’ and particularly the variability of the true cash- 
ratio behind the Invade of a published stable cash-ratio were later developments, almost 
entirely confined to the twentieth century. (See niv Modern Bonking, ist edn. (Oxford, 
1938), pp. 36-40.) 
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the eighties it soared, and even in the lean years of the middle nineties it 
was never insignificant. The pace at which new loans were floated was 
highly sensitive to market rates. Borrowers were usually able to w r ait 
a few weeks in the hope that a spell of dear money would pass before they 
floated their bonds, or, if the bonds had already been issued, high 
interest to be earned in London would make them slow to remit die 
proceeds abroad. The attitude of borrowers was reinforced by market 
conditions: when rates rose underwriters would suffer indigestion of 
issues just made and would avoid fresh commitments. So, one way and 
another, a short spell of dear money would ease die strain on the foreign 
exchanges before ever the balance of trade could be affected. 

Thirdly, the Bank was helped by the fact that the world’s stock of 
gold was increasing. Although not in the quantities that were coming 
by the end of the century, some new gold was coming, and it came to 
London first, as the great free gold market of the world. The ultimate 
destination of a great d,eal of it was the vaults of the central banks and, 
to a less extent, the circulations of continental countries that had 
recently adopted a straight gold standard. But because the gold’s 
physical route passed through London, the Bank was in a peculiarly 
strong position to tap the new supplies—a trifling turn of the exchanges 
in London’s favour sufficed to hold in London die gold that had just 
arrived, or was about to arrive, from the mining countries, unless one 
of the continental central banks was being unusually aggressive in 
buying. 

Thus at the beginning of our period Bank Rate, once it was reflected 
in market rate, was quite a potent instrument for strengthening the 
reserve quickly and so overcoming any temporary strain. 1 And, though 
one of them (the internal factor) was tending to weaken, another (the 
external) was destined to grow rapidly in importance. These sources 
of strength in London's position were in some degree perceived by 
Goschen already in 1861; but their importance was increasing rapidly 
in the succeeding years and they were not given quite their due weight 
by Bagehot when he wrote a decade later. If he had fully appreciated 
them he would still have wanted a stronger governance of the Bank 
of England to enforce a strong Bank Rate policy, but he could scarcely 
have worried quite so much about the si/.e of the reserve. 


1 How sufficient long-period adjustments were made for maintenance of the gold 
standard is another story (on which see P. 13 . Whale, 'The working of the pre-w ar Gold 
Standard*, Economica (1937), reprinted in Ashton and Sayers, Papers in English Monetary 
History (Oxford, 1953). 
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If Bagehot did not trust as much in Bank Rate policy as the event 
would have justified, it was undoubtedly because he was keenly aware 
of the weakness of the link connecting Bank Rate with market rate. 
The fact that an energetic Governor could, and would, resort to direct 
borrowing in the market was not at all publicized in Bagehot’s day, 
whereas a good deal of stress was laid on the lack of contact between 
the Bank and the market. But between Lombard Street and the Baring 
crisis the Bank’s authority in the market sensibly increased. This is a 
comparatively well-known story, and I shall be brief with it. In 1878 
the Bank formalized a practice that had already become common, and 
resolved that henceforward it would discount for its own customers at 
market rate, irrespective of the level of Bank Rate. This would at first 
glance seem to imply a further loss of control; but the Bank’s share of 
the ordinary business of the discount market had dwindled to such a 
small proportion that market rate was not now likely to be affected 
by what the Bank was doing about its own customers. On the other 
hand, this step did, by putting the Bank’s customers on all-fours with 
those of other banks, protect the Bank of England from further com¬ 
petitive loss of business and so afforded some protection for its income 
—that insidious if limited influence. 

The Bank’s hostility towards the bill market, at its peak in 1858, was 
dying away and the idea of making the discount houses more indepen¬ 
dent was quietly forgotten. Closer contact with the market gave the 
Bank its chance to mould its Bank Rate technique into something like 
its twentieth-century shape. With the new rule that its own customers 
should pay not Bank Rate but market rate, the Bank could afford to 
hold Bank Rate ordinarily appreciably above market rate—to make 
it, in short, a penal rate. The usefulness of this change depended upon 
making this penal rate one that the market would really watch. For this 
purpose readier accessibility for the discount houses was vital. The 
readier resort of the Bank to borrowing in the market ensured that the 
bill market should never get too independent of the Bank, but the 
market could now rely upon assistance at the Bank (at the penal rate) 
at any time. The technique had thus attained a textbook simplicity: 
Bank Rate was a penal rate, not applicable to the Bank’s ordinary 
customers; the market’s knowledge that the Bank would ordinarily 
operate at this penal rate made it ready to operate on a pretty narrow 
margin of funds, 1 so that the position of the penal rate was ordinarily 


1 R. H. I. Palgrave, Bank Rate and the Money Market (London, 1903 ), repeatedly 



Central Banking after Bagehot 17 

a matter of daily concern and therefore influential over market rate 
itself. 

The fact that Bank Rate was getting quick results in protecting the 
reserve was also raising its prestige. One way and another, it had be¬ 
come something to be watched very closely. It had acquired its impor¬ 
tance as an ‘Index’. 1 

In these devious ways a solution had been found to Bagehot s second 
question, the problem set by the growth of London’s international 
responsibility. Dependence on the Bank Rate weapon did, however, 
create new problems, partly because of the changes that were being 
made in the internal banking structure. We have already seen, in another 
connexion, how the spreading tentacles- of branch banking implied 
closer following, by the country at large, of the thoughts and ways of 
die monetary centre. One manifestation of this tendency was in the 
increased flexibility of country loan and overdraft charges, which were 
linked more and more closely to Bank Rate. Our knowledge of these 
practices is unfortunately one of the barest cupboards in English 
monetary history, but what we do know suggests that until the middle 
of the nineteenth century 5 per cent, was a very common and a sticky 
rate. As Bank Rate became flexible bankers, and particularly London 
bankers, gradually got into the habit of negotiating rate variations 
lagging behind, but roughly reflecting, changes in Bank Rate; and by 
the early nineteen hundred’s ‘1% above bank rate varying, with 
minimum of five’ had become very common. Certainly by the eighties 
and nineties enough bank customers were directly affected by Bank 
Rate changes to make frequent rises in Bank Rate a matter for public 
grumbling 2 and one important book (Palgrave’s Bank Rate and the 
Money Market) was prompted by such sentiments. 

The Bank, sensitive to these grumbles, used its Bank Rate weapon 
with all possible moderation, and no doubt felt that a larger reserve 
(which came rather accidentally in the nineties) w'ould give it useful 
elbow-room. Meanwhile, it began to resort to other devices—par¬ 
ticularly special operations in gold—as alternative means of protecting 
the reserve. 3 There were some experiments in the late eighties, but the 

asserted that by the time he wrote there was no margin at all. This is, of course, the 
modern position. 

1 In the late seventies Bank Rate position as an Index was somewhat weakened (see, for 
example, Palgrave, op. cit., pp. SS-56), but proved only a temporary phase. 

2 Clapham, op. cit. ii. 292. Professor Ashton recalls that in 1909 or 1910 Professor 
Chapman (later Sir Sydney Chapman) discussed the problem in his lectures at Manchester. 

2 See my Bank of England Operations, 1890—19*4 (London, 1936), especially the 
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most lively period of experiment began during the governorship of 
Lidderdale in 1890-1. These experiments were, however, intended 
merely as occasional helps, and on all important occasions the Bank 
relied principally upon Bank Rate. 

The developments of the generation after Lombard Street , which 
have been the subject of this paper, have in fact almost, but not quite, 
brought us to the textbook simplicity of the system which was de¬ 
scribed to and by the Cunliffe Committee in 1918. 1 In the twenty years 
after 1890, the former internal effect of Bank Rate in drawing reserves 
from the country banks had gone, and the quick effect of Bank Rate 
was on the external situation—a situation much enhanced in signifi¬ 
cance as Britain’s foreign lending soared. (The reference is throughout 
to the quick effects of Bank Rate: the deeper effects on the price struc¬ 
ture are another story.) With London’s gathering strength—a strength 
of which London was both conscious and proud after 1907—the 
experiments of the Lidderdale period fell into the background, and the 
ultimate answer to Bagehot’s problem was the clear one of a powerful 
Bank Rate weapon with a ‘thin film of gold’. It is difficult now (and 
apparently it was impossible in 1918) to remember how new it still 
was in 1914, and how dependent it was upon a conjunction of circum¬ 
stances that might easily—and did—pass away. 

One concluding point must be made that is also difficult to realize 
now. Although Bagehot’s Lombard Street clearly, and to the satis¬ 
faction of almost everyone, laid the foundations of modem central 
banking theory', neither the men who had to seek a solution of the 
contemporary' practical problems, nor most of the commentators, were 
at all conscious that they were developing a theory of central banking. 
When, for example, the Governor of the Bank protested in 1885 against 
government proposals to borrow from other banks on Ways and 
Means Advances, 2 the argument ran in terms appropriate to a private 
customer and private banker. Even Lidderdale, the most progressive 
and enterprising Governor, took much the same tone when explaining 
to a General Court in 1890 the Bank’s recent developments of its 
business for a local government body. 3 And so it continued, right into 
the twentieth century’. \\ e might almost, amending the old saw about 
the British Empire, say that England stumbled into central banking in 
a fit of absence of mind. And though I have argued in this paper that 


chapter reprinted in Ashton and Sayers, Papers in English Monetary History (Oxford, 
* 953 ^- 1 See T. E. Gregory, British Banking Statutes and Reports, ii. 334 ff. 

J Clapham, op. cit. ii. 317. j ibid., p. 346. 
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the process was largely completed in the generation after Bagehot, 
there is something to be said for the view that genuine central banking 
is a highly self-conscious business, and if this view is accepted, I have 
perhaps been guilty of anachronism in entitling this paper ‘The 
development of central banking after Bagehot’. 
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British and American Experience in the 

Early Post-War Years 1 

i 

I N time of war central banking, like so many other things, is pushed 
aside or at least loses all its virtue. Under the impulse of war finance, 
the technique of the central bank is manipulated so as to conform 
to events rather than used to control them. Central bankers become the 
slaves of deficit finance. But the war has now been over for three years 
and government deficits have more or less disappeared, both in the 
United States and the United Kingdom, and in many other countries 
as well. Central banking has at last reared its head again, though in a 
world changed by the fashion of full employment policies and the 
wide extension of government economic activity. In the new atmo¬ 
sphere there is inevitably an inclination to deprecate the usefulness of 
traditional central banking. But the progress of post-war inflation has 
led to some questioning both in the United States and in Britain: has 
the reaction against the traditional financial weapons for fighting 
inflation perhaps gone too far ? Is there after all some useful part for the 
central bankers to play? 

A reconsideration of the fundamental nature of central banking 
therefore seems timely. I do not attempt in this paper to answer all the 
contemporary questions about the control of inflation. What I am 
going to do is to review the development of central banking during the 
last two decades, drawing attention to the swing away from the 
traditional ‘quantitative controls’ and towards ‘selective credit policies’; 
to put this change of emphasis against the wider setting of the earlier 
history of central banking; and to consider what, in the light of all 
this, can be said about the future. 

[' The substance of this paper was given as a lecture to the Bankers’ International 
Summer School, at Oxford, in September 1948; it was published in the Quarterly Journal 
of Economics , vol. lxiii (May, 1949). It is here reprinted mainly as 4 a period piece’, showing 
how central banking was Regarded in the early post-war years, though pp. 32—33 remain 
highly relevant in 1956.] 
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II 

The inter-war period can perhaps be called the heyday of central 
banking. It was certainly the period in which central banking was 
most widely talked about; and (since the theory is important) it is 
worth recalling the terms in which authorities did then talk about the 
functions of central banks. It is unnecessary to burden the reader with 
numerous quotations: I think I can portray the position briefly in very 
general terms. The Macmillan Committee spoke of a central bank as 
being ‘called upon to keep the financial structure upon an even keel’, 
and went on to explain that it must have power to control the expansion 
and contraction of credit, and to emphasize the paramount importance 
of open-market operations and rediscounting at interest rates fixed by 
the central bank. This authoritative analysis fairly represented informed 
opinion in the United Kingdom, and I venture to say in the United 
States as well. That is to say, we thought in those days of Bank Rate 
and open-market operations—the control of the quantity and of the 
price of credit—as the basic work of a central bank. 

Before discussing a certain swing of opinion away from the con¬ 
fidence and simplicity of this earlier view, I want to take note of die 
ways in which the last twenty years have seen the full development—I 
think I may say the perfecting—of die technique of control over the 
quantity and price of credit, at any rate in the United States and in the 
United Kingdom. 

In the United States the banking crisis of 1933 revealed great weak¬ 
nesses in the system: notably (for our present purpose), the power of 
the Federal Reserve System to pump cash into the commercial banks 
did not prove equal to the task. In legislation since then (particularly 
the post-crisis legislation of 1933 and 1935), the Federal Reserve 
System has been empowered to take up and hold much more freely 
government paper; and a second war has called into existence a 
greatly increased volume of such paper. The Federal Reserve System 
has also been empowered to enlarge indefinitely (if need be) the 
previously narrow limits of paper eligible as collateral for advances by 
Reserve Banks to member banks. The constitution of the System itself 
has been changed, power being now more clearly concentrated in the 
central Board of Governors, so that there is now more chance of the 
quick decisive action which a crisis necessitates. A most important 
innovation is the grant of power to alter the cash reserve ratios which 
are the link between Reserve Bank cash and the total supply of com¬ 
mercial bank deposits. The theorists of the twenties had seen in these 
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cash-ratios a foundation of central bank control of member banks: the 
legislators of the thirties greatly increased central bank powers by the 
grant of this new weapon, whereby the central bank might by a stroke 
of the pen virtually halve or double the monetary base. 

The stark reality of this new power did frighten some people, and 
the suspicion that it was too blunt and heavy an instrument for die 
delicate business of financial control was perhaps heightened by the 
early use of it in efforts to deal with the excess reserves problem of 
1936-8. This criticism is warranted only against sweeping changes in 
the legal cash-ratios—raising by large and round percentages such as 
50 or 100. But there is no reason why die percentage changes should 
not be in nicely calculated fractions, which would be precisely equiva¬ 
lent in their quantitive effect to open-market operations which no one 
would think inappropriate. Indeed, the alteration of reserve ratios has 
some advantage over the open-market operation, in that the impact 
effect on particular banks can be precisely foreseen, whereas the impact 
of open-market operations is a matter of guesswork, especially in a 
unit banking system of the American type. 1 

The Governors of the Federal Reserve System are not satisfied by 
the great extension of their power over the total supply of money, and 
among the new powers they have been persistently seeking from Con¬ 
gress are two directly concerned with this traditional aspect of a central 
bank’s main work. They have been seeking a freer hand in the altera¬ 
tion of cash-reserve ratios, and the power to prescribe minimum ratios 
of short-term government paper to be held by the commercial banks. 
Although the latter proposal found its origin in the particular shape 
of post-war statistics, it is fundamentally to be ascribed to the desire to 
secure complete control over the quantity and price of credit. 

In the United Kingdom also, there has been, over a rather longer 
period, a perfecting of the power of the central bank to control 
the quantity and price of credit. The major advance of the century 
resulted from the enlargement, in the first war, of the supply of 
Treasury Bills—the ideal security for open-market operations. This 
by-product of government war finance provided a solution for the pre- 
1914 problem of market control; and from 1919 onwards the Bank of 
England was always able to make itself felt rapidly and easily. During 
the thirties the authorities, coping with the large movements of foreign 
funds, became a great deal more agile in their open-market operations, 
and this agility, combined with the prestige of the Bank of England 

[* For a detailed account of this weapon, as seen in 1956, see pp. 85-90 below.] 
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under Montagu Norman, had produced an atmosphere in which ready 
co-operation of the market was the natural corollary of acknowledge¬ 
ment of the Bank’s leadership. In these circumstances it became unneces¬ 
sary for the Bank ever to ‘force the market into the Bank’—i.e. to make 
the official Bank Rate an effective dealing rate, and we were soon able 
to drop out of the habit of learning at Thursday lunch-time what had 
happened to Bank Rate. The intervention of the ‘special buyer’ in the 
market ceased to be a subject for extraordinary comment: the contact 
between the Bank of England’s operator and the bill-brokers became 
virtually an everyday affair. Indeed, before the end of the thirties direct 
discounting contacts between the joint-stock banks and the Bank of 
England had reappeared—in breach of an eighty-year old tradition. 

Despite this advance to a smooth and confident technique of Bank 
of England control, there still remained in the English system a certain 
element of play which was a potential source of embarrassment for the 
authorities. This was the slight flexibility of the commercial banks’ 
cash-ratios, which were fixed only by convention. They had been 
known (in the latter twenties) to vary significantly, quite openly; still 
more, they could and did vary substantially behind the facade of win¬ 
dow-dressing. The Macmillan Committee had pilloried this practice 
as far back as 1931, but it went gaily on for another fifteen years. 
Since 1945 the authorities have found ways of dealing with this element 
of slack in the link between the central bank and the commercial 
banks. In the first place, central control was increased by the retention, 
after the disappearance of war conditions, of the Treasury Deposit 
Receipt. As long as the T.D.R. could be used as cash in subscribing 
to new government bond issues, it was virtually the same as cash to the 
commercial bank; but when war-time bond issues ceased, T.D.R.’s lost 
their original liquidity and (since their amount is dictated by the 
authorities) became yet another means for absorbing or releasing cash 
to the reserves of the commercial banks. More fundamentally, the 
authorities took early advantage of the latent power of the Bank of 
England Act of 1946 to stop window-dressing and virtually fix die 
cash-ratio at eight per cent. The total effect of diese changes of recent 
years is thus to tidy up and tighten the control of the Bank of England 
over the quantity and price of bank credit, a control already substantial! y 
achieved by the technical developments of previous decades. 

Ill 

The latest decades have thus seen a consolidation of the power of the 
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world’s greatest central banks—of their power, that is to say, to control 
their respective monetary systems. To what end have they directed 
their exercise of this power? It has certainly not been the control of 
bank advances to business. Here I think we can see that there has been 
a tacit acknowledgement that the amount of ordinary bank advances 
to industry and trade is a relatively passive element in the economic 
conjuncture; and accordingly the central banks have always en¬ 
deavoured to allow the commercial banks to meet in full the ‘legitimate 
requirements’ of industry and trade for temporary financial accom¬ 
modation. In the face of the tendency of business to become less 
dependent on such accommodation (a tendency I have elsewhere called 
the secular decline in the demand for bank advances), and the central 
banks’ willingness that these demands should all be met, the com¬ 
mercial banks have been in a constant position of wanting to expand 
their business loans beyond the limits apparently set by the demand: 
their ‘advances ratios’ have been consistently lower than the banks 
would like to see them. The Keynesian ‘fringe of unsatisfied borrowers’ 
has been absent. 1 The central banks have not put any pressure on the 
total of bank advances since 1929; and on that occasion attempts were 
made to confine the pressure to particular sections of the demand. 

This attitude towards short-term bank advances accords with the 
dominant monetary theories: it marks the ascendency of the notion 
that variations in long-term capital investment, rather than in working 
capital, give the impulse to general economic fluctuations. While, 
therefore, the central banks-have ceased to concern themselves with the 
amount of bank advances, they have directed their attention very 
actively to influencing long-term interest rates. 2 

In this pursuit of interest-rate policy there is a contrast to note 
between the experiences of the United States and Britain. In the United 
States the Federal Reserve System has exercised a more direct and 
much more successful control over long-term interest rates than has 
t> t Bank of England. The contrast in results derives partly from the fact 

1 This does not mean that there have been no unsatisfied borrowers, but that those 
unsatisfied have been below the standard required by the banks, a standard which would 
not be lowered in response to an increase in die cash basis. I understand the Keynesian 
fringe o t unsatisfied borrowers to exist only if an increase in die cash basis would make the 
banks more willing to meet present demand for bank loans. 

z I should add that the Federal Reserve System has recently shown some perturbation 
at the difficulty it would encounter in forcing on the commercial banks greater caution in 
grantirg business loans: hence the desire for additional powers over the asset distribution 
of commercial banks. The System’s concern over this shows that it has not abandoned all 
idea of direct quantitative control of bank advances. 
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that the Federal Reserve System does, whereas the Bank of England 
does not, throw its weight directly and constantly into the long-term 
market as well as into the short. 1 While the Bank of England effectively 
stabilizes the short-term rate by standing always ready to enter the 
market on either side, at the fixed-interest rates, the Federal Reserve 
System has stabilized a whole ‘pattern ot rates , short-, medium- and 
long-term, by standing ready to enter any section of the market in 
protection of the fixed rates. In both cases the relevant interest rates 
have been maintained by willingness to meet the public demand for 
money at the various rates of interest: the quantity ot money has in 
this sense been fixed by the public (including the commercial banks) 
because the central banks have desired to fix the prices ot money (the 
rates at which money exchanges against less liquid assets). In England, 
it is only the exchange relationship between money and short paper 
that has been fixed, because the central bank has dealt (consistently) 
only in short paper; whereas in the United States the central bank has 
been willing to vary also (to an amount sufficient to meet variations in 
outside demand) its holdings of longer government paper—and has 
therefore been able to fix the relationship betw'een short and long 
government paper. 

In this bolder activity the American authorities have run into some 
embarrassment because the outside valuation of long paper in terms 
of short has varied substantially. The ‘pattern of rates chosen for 
freezing at the beginning of the second war was an abnormal pattern. 
It derived from the abnormalities of the post-crisis thirties, when a 
cheap-money policy was being pursued while long-term investment 
was checked by extreme uncertainties. In these conditions, short-term 
rates were below long-term rates to an altogether abnormal extent. 
Such an abnormal gap can persist only as long as people think that 
interest rates may rise. As long as the war emergency lasted, people 
could suppose the fixed pattern of rates to be a war-time phenomenon; 
and the suspicion that the outbreak of peace might be followed by 
higher rates sufficed to sustain a preference for short-term commit¬ 
ments—a preference measured by the abnormal margin between short- 
and long-rates. But when the war emergency passed, and the fixed 
pattern was still held, the supposition that it might be a merely war¬ 
time phenomenon gave place to the suspicion that the low rates on 
long-term bonds had come to stay. As soon as the market became con¬ 
fident that the Federal Reserve System would continue indefinitely to 

P For the post-1951 changes in U.S.A. practice, see pp. below.] 
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maintain the price of bonds (i.e. keep long-rates down), long-term 
bonds became as good as shorts, indeed almost as good as money; 
and the commercial banks (the principal outside operators in both 
shorts and longs) showed a disposition to unload shorts on to the 
Reserve Banks and to enlarge correspondingly their holdings of the 
more profitable longs. The market phenomenon evidencing the change 
of disposition was the tendency for prices of long paper to rise while 
the prices of shorts remained underpinned by Reserve Bank policy. 
A colossal mass of paper might have changed hands had the System 
attempted to hold the ‘pattern’, and it had in effect either to acquiesce 
in the higher bond prices (lower long-rates) or to raise short-rates, in 
order to narrow the spread between them, in reflection of the outside 
rising confidence in the continuance of cheap money. The latter alter¬ 
native—a slight rise in short-rates—was chosen in 1947, and this, 
combined with a good deal of talk about the possibility of dearer 
money (shaking outside confidence in the level of bond prices, which 
the.System would not underpin) sufficed to bring the pattern of rates 
and die market’s preference for shorts against longs, once more into 
line with each other. 

This kind of problem—sometimes referred to as the problem of 
monetization of the national debt—is one that has to be faced only 
by a monetary authority that is in a very strong technical position 
for operating directly on the iong-term market. The Federal Reserve 
_ ^ l^^^n in such a position, partly because its resources are 

large relatively to the total United States national debt. The Bank of 
England has not attempted to put itself in such a position, although, 
with the buttressing of the ‘Public Departments’ it has sometimes come 
rather near to it. To say that ‘it has not attempted to put itself in such 
a position’ perhaps implies that it could have done so had it tried. This 
is not quite the case: the relative size of the British national debt is so 
much greater, that the attempt by the Bank of England would, I 
suspect, have involved such a colossal actual (not merely potential) 
creation of money as dangerously to shake public confidence in the 
system. 

This opinion is of course coloured by the circumstances of the ill- 
starred British ultra-cheap-money drive of 1946—7. In the nineteen- 
thirties the authorities had, by operating in the short market and by 
shrewd conversion operations, succeeded in driving the long-term rate 
down to die region of 3 per cent.; and this rate was (with the aid of 
further propaganda, ample supplies of money, and physical controls) 
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comfortably held throughout the war. Then in 1946-7 the authorities, 
by causing the rapid creation of bank deposits, by manipulating the 
security holdings of certain ‘Departments’, and by propaganda in 
which the then Chancellor of the Exchequer played a prominent part, 
forced the long-term rate down momentarily to about 2* per cent. 
The attempt to hold the rate at this low level failed fundamentally 
because the market was convinced that, in the light of the basic 
economic forces of high demand for capital investment and scarcity of 
resources, 2 \ per cent, was an unnaturally low rate. 

It is of course obvious that, in the prevailing economic circum¬ 
stances, even 3 per cent, was an unnaturally low rate, defended only 
by the stringent physical controls of capital investment. But 3 per cent, 
had, after all, been held for years; and it was die attempt, the patently 
juggling attempt, to'press it down yet further, fHing in the face^ o 
basic conditions, that the market found so difficult to swallow. Die 
distrust felt by the weighty investing institutions and by the operators 
(the two parties most influential in formulating the market demand 
schedule for government securities) was perhaps heightened by the 
tone of the propaganda speeches of the then Chancellor. At any rate, 
the demand curve for money (in exchange for fixed-interest securities) 
proved both flat and unstable. The amount of new money pumped into 
the market (£900 million of bank deposits—a 20 per cent, increase—in 
twelve months) was alarmingly high. The authorities then very pro¬ 
perly got cold feet. Given market sentiment, creation of bank deposits 
on an enormous scale (an actual, as opposed to the American potential, 
monetization of the national debt) would have been necessary for 
holding the x\ per cent, line; and the only alternative was retreat. The 
argument for retreat found support in the belief that the actual pressure 
of inflationary spending was being increased by the capital gains 
realized by sellers of long-term bonds, the taxed yield of which had 
become insignificant as compared with the untaxed capital gains. 

Hie authorities retreated and the yield on long-term government 
bonds slipped back to 3 per cent, and even beyond. The scepticism of 
the market appears to have been fully justified, and this means that 
the authorities would have an even more difficult task on a future 
occasion. In 1946-7 the market could sometimes recall 1932 and think 

• The episode lias been admirably discussed, with full factual analysis, by Mr. *. W. 
Paish in his article 'Cheap Money', in Economica (August 1947), and reprinted in his boo 
The Post-War Financial Problem (London, 19*°). PP- * J-J4- Hc bnn 8 s ouf P-ruculurly 
the way in which the lack of faith in the market, coupled with the technical conditions of 
taxed low dividends and untaxed capital gains, made the market extraordinarily unstable. 
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that perhaps the Chancellor would win after all; next time it will be all 
too easy to quote the ill-starred attempt of 1946—7. Thus the authorities, 
far from having proved that the power to create money in unfrightening 
quantities gives them power to enforce low and stable long-term rates 
of interest, have simply made the bond market peculiarly unstable—a 
happy hunting ground of speculators instead of the safe resort of 
‘widows and orphans’ and conservative investment institutions. Britain 
has had (and still has) cheap money; but it is a long way from having 
the ‘stable bond market’ that has been successfully established by the 
Federal Reserve authorities. 

The contrast between American success and British failure to achieve 
a high degree of stability in the bond market has, I have suggested, 
been due basically to certain differences in technical conditions. The 
discredit into which the ‘ballyhoo’ methods of an ex-Chancellor of the 
Exchequer have fallen is perhaps at the moment tending to exaggerate 
the limitations on the power of the monetary' authorities; and perhaps 
thought should be given to the more technical causes of instability. 
After the experience of the last two years, greater stability in the bond 
market might be a more useful achievement than ultra-cheap money. 
No doubt the question is receiving attention in responsible quarters 
of the City of London. For what it is worth, I throw out the suggestion 
that something could be done by active co-operation between some 
of the great institutional buyers of gilt-edged securities—the banks, 
insurance companies, and investment trusts. These institutions have 
a strong interest in bond-market stability, and their combined resources 
must be very large in relation to the turnover of the market. It is 
sometimes remarked that very few transactions are going through at 
times when prices are moving sharply; at such times concerted inter¬ 
vention (which would not necessarily have audioritative inspiration) 
by the big institutional investors could probably hold the line with 
ease. Having such notions as these in my head, I do not think the last 
word has been said about stabilization of long-term interest rates. In 
any event it is easy to exaggerate the British failure; it is only by 
contrast with the fine degree of control attained by the Federal 
Reserve System that the British case looks so hopeless. Taking a broad 
view, we can still say that both in Britain and in America traditional 
central banking has given way to the maintenance of conditions in 
which bond markets are held stable at low interest rates while diere is 
always an adequate supply of banking funds available to meet the 
short-term credit requirements of business. 
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IV 

The stable bond-market policy—die policy of maintaining interest 
rates at a steady low level—grew naturally in the thirties out of the 
cheap-money policy, the development reflecting a change of emphasis 
in contemporary monetary theory. When the slump of 1929-32 came, 
low interest rates were considered by theorists an important stimulus 
to the capital investment whose revival should pull the economy out 
of the slump. Its widespread adoption was hindered by the development 
of the liquidity crisis in 1931; but in Britain at least the cheap-money 
policy secured governmental support because it implied a fall in the 
cost of servicing the national debt. Thereafter, very low interest rates 
were held for some years, but revival seemed painfully slow to material¬ 
ize; and when it did come, it had a lop-sided appearance. 1 This experi¬ 
ence of the limited efficacy of the cheap-money policy no doubt helped 
to give force to the swing of theoretical opinion evident in the change 
of tone between Keynes’s Treatise on Money (1930) and his General 
Theory (1936), and in the rise of the ‘stagnation thesis’ in the United 
States. Direct inquiries into the reactions of business men to changes 
in the interest rate increased scepticism, 2 and faith in interest-rate 
policy as a quick-working weapon declined. It became fashionable to 
stress the disturbing, rather than the curative, effects of rapid changes in 
interest rates, and to say that interest rates should be kept at a steady 
low level. Hence the acceptability of the ‘stable bond-market policy’ 
for peace as well as war. 

If this line of thought were carried to its logical conclusion, central 
banks would become merely passive agents creating whatever cash 
basis was required to allow the continuance of the stable pattern of 
interest rates. As with the Issue Department as conceived by the Cur¬ 
rency School of a century ago, the business of monetary control would 
be reduced to rule of thumb. But the central bankers, at least in the 
United States, have shown no disposition to retire thus easily from the 
fray; the decline in the importance of quantitative control has been 
paralleled by a rise (perhaps I should say, a revival) of the notion of 

1 Theoretically, interest rates should have their greatest effect on the demand for capital 
goods with the longest lives and to which the least uncertainty is attached. Dwelling- 
houses meet these conditions while, especially when the industrial outlook is abnormally 
obscure, industrial equipment does not meet them. It is therefore not surprising that the 
British revival in the thirties centred largely around a housing boom, although there w ere 
of course other factors peculiarly favourable to such a development. 

2 Sec, for example, my article, 'Business Men and the Terms of Borrowing', Oxford 
Economic Papers (May 1940). 
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qualitative control or selective control of credit. The basic argument for 
a selective credit policy is that while a low stable interest rate provides 
a favourable working background for capital development, the 
economy is still liable to run off the rails more easily in some directions 
than in others, and that the central bank should use financial controls 
to check the unhealthy developments in these particular directions. 

As a vague idea, selective credit control has a long history in every 
country where monetary thought has any history at all. But in the 
United States it has gained in weight from certain episodes, most of all 
perhaps from the boom of 1927-9. Two prominent features of that 
boom were the unhealthy extremity of die stock market speculation 
and the boom in durable consumption goods, the latter fostered by the 
support given by instalment credit to the purchasers of the new durable 
consumption goods. The Wall Street boom was the more glaring of 
these two evils, and it had been a thorn in the side of the central bankers 
even while the boom lasted—owing to die prevalent notion that Wall 
Street was drawing credit away from its proper uses in legitimate 
industry' and trade. 

The Securities Exchange Act of 1934, because of these views, took 
a prominent place in the post-crisis legislation in the United States. 
It was easy, after the 1929 heart-burnings and the crisis heat, to pass 
legislation of diis kind; but after more than a decade, the Federal 
Reserve System is still freely using the regulation of trading margins, 
and regards this as an important weapon in its armoury. This is due to 
the more lasting swing of opinion away from a simple quantitative 
control of credit. The same may be said of the reiterated desire of the 
System for permanent powers, on the lines of die war-time emergency 
power, to regulate instalment credit. 1 Governor Eccles and others have 
argued, with some force, that the variations in consumer credit are 
sizeable in relation to total variations in national income, and that they 
finance a peculiarly unstable part of consumers’ expenditure. There 
have also been suggestions of the desirability of regulating house- 
purchase finance, although central bank action in diis field could hardly 
be necessary where government subsidies were important and could 
be varied as a part of a general employment policy. 

These developments are indications of a swing in favour of selective 
credit policy as a supplement to the policy of low but stable interest 
rates. But it we are to have such regulations, why, it may be asked, 

1 In the Special Session of 1948, Congress revived the Federal Reserve System's power 
to control consumer credit. 
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should the work be put into the hands of the central banks? To be 
effective and equitable, any such regulatory functions must cover 
numerous corporations and individuals quite outside the banking 
systems of the country. This has been recognized in the United States 
both in the Securities Exchange Act and in the regulation of instalment 
credit. Here choice of the central bank as the regulating body may have 
been due to the convenience of using an existing body under whose 
peculiar constitution there is contact with business in every part ot the 
country. But there is also, I think, a more logical basis for looking to 
the central bank for this work. The more 1 think about central banking, 
the more strongly I realize the cardinal importance of the work of 
diagnosis. Discretion is of the very essence of central banking, and if 
there is to be discretion there must be the utmost care in diagnosis. 
Now the diagnosis that should be the background of these new controls 
is diagnosis that the central bank should be making for its other opera¬ 
tions also. Moreover, the knowledge that the central bank can gain 
from direct operation of these new controls is itself useful for enabling 
the central bank to build up die total picture of the economy which is 
essential for its general purposes. It seems to me entirely right, there¬ 
fore, that these new controls, although they run far beyond the business 
of mere bankers, should be operated by the central banks. The fact 
that the central bank may itself be more or less directly controlled by 
the Treasury is irrelevant for this purpose; for the central bank is the 
body with the immediate contacts, with its finger all the time on the 
pulse of the body economic. 

V 

What I have discussed in the last few paragraphs can perhaps be 
summarized in this way: The development of qualitative controls is in 
a sense the logical result of the adoption of a stable bond-market 
policy. The old idea was to govern the pace of the economy by raising 
or lowering interest rates. Bitter experience has taught us that the 
interest rate, far from being the ‘delicate and beautiful instrument’ it 
was once called, is a blunt instrument: it works too slowly in encourag¬ 
ing or discouraging in the right directions, and has its quick effects 
rather in the wrong directions. So we have moved towards the idea 
that the interest rate should be held pretty stable, and on the low side. 
And if this is done, it follows that the desired changes in activity must 
be encouraged, and the undesired changes discouraged, by other 
weapons. For instance, to discourage a particular boom we must tighten 
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up on consumer credit, or on lending for the stock market, or whatever 
else is peculiarly appropriate to the particular conjuncture; meanwhile 
holding interest rates more or less unchanged. 

That is, I believe, a fair enough short statement of the change of 
central banking ideas during die last generation. But now I want to go 
further back, and try to put this latest phase into its proper perspective 
in the light of the earlier development of central banking, in the hope 
that to do so will stimulate central banking thought along fruitful lines. 

The earlier history of central banking is of course almost entirely 
the history of central banking in England. On this subject much has 
been written: besides the distinguished official history by Clapham, 
there have been the valuable outside studies by Hawtrey, King, 
Morgan, Wood, Richards, and others. This is no place for rewriting 
their work. I must confine myself to a very general comment. In so far 
as they were concerned with the history of central banking as such, 
they were looking at it through the eyes of the inter-war period, and 
consequently were concerned with the development of the Bank’s 
control of the supply and price of credit—die development, in short, 
of the Bank Rate technique. Part of the difficulty of writing this 
history 1 is that in the nineteenth century central banking development 
was an empirical, almost unconscious, process, and rationalization of 
completed processes is easier than exhaustive analysis of policy when it 
is still in process of formation. In the face of the inevitable obscurity, 
it is perhaps rash to venture furdier interpretation than has been given 
at length in the works of the authors I have named. But, being rash, 
I venture to suggest that what was happening was (i) that m the middle 
decades of the nineteenth century one of the most important sensitive 
quantities in the English economy was mercantile credit; (2) diat, as 
the century wore on, the volume of English long-term foreign lending 
became an even more important sensitive quantity, influencing the 
whole world economy; and (3) that these two critical quantities were 
found by experience to be peculiarly sensitive to the Bank of England 
Bank Rate technique. The course of the trade cycle in England de¬ 
pended a great deal in the earlier period on what was happening to 
mercantile credit; then later, on the course of English foreign lending 
at long term. Indeed, in the latter part of the century, it was by control- 
ling, through its Bank Rate technique, the timing of England’s foreign 
lending, that the Bank of England was able to force the burden of 

1 A difficulty of which I myself was acutely conscious when, in my Bank of England 
Operations, 1890-1914, I tried to make a contribution. 
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adjustment on to the borrowing countries, and so to maintain an 
international gold standard with little bother for England itself. 

If this is a fair comment on the earlier phase of central banking, it 
means that the Bank of England discovered that its power lay in 
touching the economy at particularly sensitive spots. In the light of 
this, the recent swing away from ‘traditional central banking’ does not 
appear as such a complete break from the past. ^ ith the changing 
structure of the economic system the sensitive points have changed: 
first there was mercantile credit, then foreign lending, and now per¬ 
haps stock exchange speculation or consumer credit. If this is so, it is 
entirely in keeping with the basic tradition that the central bankers 
should seek out these newly important sensitive spots and find weapons 
by which they can be touched. The central bank should be quick to 
adapt itself to changes in the economy, and should be ready to use any 
device it can find to control the behaviour of the financial system in the 
interest of the ‘employment policy’ adopted by the government. 

The Macmillan Committee was thus entirely right to open its remarks 
on the functions of a central bank with a phrase about keeping the 
financial structure on an even keel. What has perhaps been less far¬ 
sighted has been the definition of central banking in terms of the Bank 
Rate and open-market operations, both of which just happened to be 
enormously important through a long formative phase. The dangers 
in thinking of central banking in the narrower terms of Bank Rate 
technique, instead of in the broader terms of squeezing the financial 
structure at sensitive critical points, were seen in the inter-war period, 
when the crystallization of central banking thought led to numerous 
attempts to transplant ‘traditional’ central banking into entirely un¬ 
suitable environments. The mistake was not in thinking that the estab¬ 
lishment of central banks was desirable, but in thinking that the critical 
points in diverse economies would always be sensitive to a Bank Rate 
technique of the traditional English kind. 

VI 

The moral of all this can be put very shortly. It is that die cardinal 
virtue of the central banker is not conservatism in technique, but rather 
a disposition to discover novelties and to be versatile in technique. We 
are gradually learning that while the dictator can use the big stick, 
and laissez-faire 030 rely on the high price, economic planning in a 
truly democratic society means pressing into service every conceivable 
device—persuading, cajoling, inciting people, edging the economy now 
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a little in this direction, now a shade in that. If central banks are to play 
their full part in this process, our central bankers must not be content 
to stick to the traditional technique. They must sharpen their insight 
into the working of the economy, so as to see not only where we stand 
in the trade cycle but also where are the critical sensitive points in the 
financial system; and they must be quick to adapt their methods to suit 
the changing economic structure. In two words, they must be per¬ 
spicacious and they must be versatile. 
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C entral banking is a subject that does not lend itself to precise 
definitions and universal rules. Its essence is discretionary control 
of the banking system, but if we try to elaborate this we shall 
soon find ourselves at variance with what has been done or is being 
done by some central bank or other. As so often happens when we 
really know what we are talking about but cannot be precise, it is 
tempting to slide into metaphor, and I still think the Macmillan Com¬ 
mittee’s definition is one of the best. The central bank, said the Com¬ 
mittee, is ‘the institution called upon to keep the financial structure 
upon an even keel’. 

It is generally agreed nowadays that this public responsibility is the 
sole raison d'etre of the central bank; and in Britain we have signalized 
this by the Act of 1946. Not that I attach great importance to this 
incident in the long process by which the Bank became a purely public 
body: looking back, it is possible to see that 1931 marked a much 
more definite step in the process. And even before that, a great 
Governor of the Bank, one who tow'ered head and shoulders above 
most of his predecessors, had been careful to define the Bank s responsi¬ 
bilities in terms that we should find acceptable today. It was as long 
ago as 1926 that Montagu Norman, publicly discussing the relation 
between the central bank and the government, put it in this way: 
‘I look upon the Bank as having the unique right to offer advice and to 
press such advice even to the point of nagging; but always of course 
subject to the supreme authority of the government. 1 The letter of 
the law has changed a little since then, but I do not believe the spirit 
has moved one iota from that expressed in this characteristic Montagu 
Norman formula. Perhaps more people have to be consulted about the 
appointment of directors; and the old General Court of Proprietors 

[‘ A lecture delivered, under the title 'Central Banking in Britain To-day’, to the 
Institute of Bankers, London, in February 1953 ] 

2 Royal Commission on Indian Currency and Finance. Mins, of £v. t vol. v (1926). 

Non-Parl. Qn. 14597- 
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has disappeared. That is about all the change there has been in the 
constitutional aspect of our central banking, and I shall therefore spend 
no more time on it but pass straight to the functions of the Bank, where 
change has, by contrast, been great indeed. 

II 

The particular tasks the central bank has to undertake in the per¬ 
formance of its general duty to guide the financial system are not such 
as can be rigidly defined for all time. It is of the Very essence of central 
banking that it should be fluid and should adapt its ways to the needs of 
the time. Consequently it was, earlier in this century, fashionable to 
define the central bank’s work largely in terms of discount rate policy 
and the open market operations by which that policy was enforced; but 
this emphasis would be quite inappropriate today. In the second quarter 
of the century official monetary policy underwent a revolution, in con¬ 
sequence of which our central bankers nowadays find much of their 
energies consumed in matters of foreign exchange. Thirty years ago 
the Bank of England had, I believe, no foreign exchange department 
at all; now some hundreds of people are engaged in the administration 
of the foreign exchange control, besides which the Bank of England 
itself deals on a great scale in foreign currencies. The upper ranks have 
difficult duties in the negotiation of payments agreements with other 
countries and the international organizations; and at the very top there 
is the heavy responsibility of advising ministers on how to surmount 
one balance of payments crisis after another. 

Now it is perfectly true that many, if not all, of these duties could 
be carried by the Treasury itself, and that the precise line of division 
between Treasury and Bank of England has come about rather by 
accident. There are, however, substantial advantages in placing the 
more routine aspects of foreign exchange control and dealing in a body 
that is both geographically and mentally a near neighbour to the 
ordinary banks, and it is very difficult to suppose that any Whitehall 
department could make as good a job of the business. Once you have 
granted this, you have also admitted some strengdi in the case for 
leaving to Threadneedle Street much of the higher administrative 
responsibility, since those who carry it will be best informed if they 
are in the same organization as the technicians who have direct contact 
with the everyday problems of the trading community. I want you to 
understand that there is, that there can be, no absolute rule about w’hat 
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is and what is not the business of the central bank. The position is 
rather that there are certain tasks to be performed, and the organization 
that history has placed at the heart of the financial world has consider¬ 
able advantages as the performer of these tasks. 

There is even looser logic in the explanation of another duty which, 
in terms of the number of employees absorbed, bulks even more largely 
in the Bank of England’s affairs. In the Bank’s very early days, one 
of the most useful services it could perform was in handling for the 
government much of the latter’s business as a borrower. The civil 
service was then only just crystallizing under the influence of Pepys and 
his colleagues, and the chance of farming out this tiresome office task 
was too good to be missed. This assumption of the task of management 
of the National Debt has had two direct consequences. First, the Bank 
has become a stock registrar on a colossal scale, a scale much enlarged 
a few years ago when the railway, electricity, and other stocks were 
assimilated to the National Debt. Only a Bank of England man could 
give you an idea of the magnitude of this work, but I understand that 
the number of entries in the name of John Smith, to take the extreme 
example, is in itself a sufficient guarantee that the civil service would 
not easily rival the Bank of England’s efficiency. Let me emphasize 
at once that it is purely by the accident of history' that this work is done 
in th'e Bank of England; that the Bank would be no less a central 
bank if its Finsbury Circus office had ‘H.M. Treasury’ on its brass 
plate. 

This is most emphatically not true of the second of those two direct 
consequences of the assumption in the early days of the task of manage¬ 
ment of the National Debt. This second consequence is that the Bank 
has grown up as the government s bond-marketing agent, its banker, 
and its financial adviser. The issue of government stock is in the hands, 
almost exclusively, of the Bank of England, which inevitably has come 
to bear some responsibility for advising on the terms of issue and for 
coddling new issues for the government. This aspect of its National 
Debt work has, particularly in the course of two great wars, become 
more and more important, and has become inextricably bound up with 
another aspect of its work, ?n aspect that has been traditionally regarded 
as at the root of central banking. This is the regulation of the internal 
banking system, a function that must still occupy an important place 
in the minds of those who conduct the Bank. We sometimes under¬ 
estimate its importance because we take it so much for granted that the 
Bank will never let things go badly wrong. 
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III 

The central bank has traditionally depended, in its efforts to control 
the banking system, upon its control of the supply of cash. Indeed, it is 
because it controlled the supply of cash that the Bank of England came 
to assume full responsibility lor the behaviour of the financial system. 
For cash consists, in a modern banking system, of the liabilities of the 
central bank. The other banks are customers of the Bank of England: 
the Bank of England, that is to say, is the bankers’ bank, and they regard 
their claims upon the Bank of England as their cash reserves. Of these 
claims a part—generally rather more than half—are book entries— 
deposits at the Bank of England. The other part consists of Bank of 
England notes. 

Under modern conditions these Bank of England notes are purely 
subsidiary money. The-root of the money-supply is the deposit at the 
Bank of England, which the customer bank can turn into Bank of 
England notes to meet his convenience. The government sees to it, 
by its legal and administrative regulation ot the note-issue, that there 
is no more to it than that. In this situation the bank note is fundament- 
allv the same as the silver and copper coin that forms the remainder of 
our subsidiary money. The accounting arrangements for its issue are 
rather different, because earlier history led to the issue of notes being 
centred in the Bank of England while the issue of coins is in the hands 
of the Royal Mint, another branch of government. When describing the 
functions of the Bank of England, I can find no logical basis for the 
division of function between the Bank of England and the Mint. The 
position is simply that, owing to die course of history, it is on the 
whole convenient to have the note-issue in the Bank of England while 
another office, called the Royal Mint, looks after the coinage. There is 
no fundamental objection to the coinage being transferred to the Bank 
of England, or notes to the Mint. The accountants would have to 
change their habits, and the system would have a more tidy look for the 
theorist trying to explain it all. As it is, we are quite used to the way 
we do things now, it does not matter greatly to anyone, and so in our 
usual English way we are content to continue with die illogicalities 
that have grown out of the past. 

1 have just said that this division of function does not matter greatly 
to anyone, and you may therefore wonder why I have nevertheless 
dwelt upon it. I have thought it worthy of a few minutes’ attention 
because it serves to illustrate the point that the precise line of demar- 
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cation between the central bank and the other departments of govern¬ 
ment is one of merely administrative convenience. The Bank of 
England, because it has the note-issue, has to run a printing works— 
which no doubt it does very well. The Royal Mint, because it supplies 
the coinage, has to run a metal factory—which no doubt it likewise 
does very well. Whether the present division of labour should con¬ 
tinue depends upon such questions as whether the Bank of England, 
already running a printing works, could cope with a metal works more 
efficiently than the Royal Mint. These are questions that have nothing 
to do with monetary theory, so that you cannot look to a theorist for 
the last word on what the functions of the central bank should be. 

IV 

I must return to the most important form of cash—the banker’s 
deposit at the Bank of England. This is under the control of the Bank 
of England, because when the Bank buys Treasury Bills or other assets 
from discount houses or bankers, or when it lends in the market, it 
pays more or less directly by crediting the sums to the bankers' 
accounts. Similarly, when it sells assets or compels discount houses to 
pay off loans, the Bank of England reduces the bankers’ accounts. 
This is how the Bank of England operates as the source of cash, and 
because the Bank can make the supply of cash whatever it chooses, the 
discount or interest rates at which it operates govern the rates ruling 
in the money market (the market for short loans) and influence con¬ 
ditions in the wider capital market. 

During the war and for some years thereafter the Bank of England 
habitually, as a matter of policy, operated freely—at the initiative of 
the market—at a fixed low rate. In the last sixteen months there has 
been a spectacular departure from this system. The Bank of England 
now operates, at its discretion, either at the back door (that is, through 
its own market operator) at rates conforming to those already ruling 
in the market, or at the front door, at 2.30 in the afternoon, at a rate 
fixed and announced in advance, a penal rate above ruling market rates. 
This penal rate is not the celebrated Bank Rate, but a rate 1 per cent, 
lower, at which it grants seven-day loans to discount houses. The 
official Bank Rate is not an operative rate but purely a shop-window 
figure designed to impress bankers and others in the City and in the 
world at large. 1 

1 Later in 1953 the operative penal rate became equal to Bank Rate, and this equality 
has since been maintained. 



40 


The Bank of England in i£}Sj 

Before I question the significance of this change I must for a moment 
inquire why the Bank sometimes operates one way and sometimes the 
other way. Why does it sometimes help the market at market rates but 
sometimes insist on relieving stringency only at the penal rate? The 
answer that the occasions of the latter operation have been partly 
accidental is only part of the story. The important point is that the 
Bank wishes to emphasize its right to raise rates at any time without 
notice and without necessarily moving the official Bank Rate. This 
contrasts with the war and post-war system in which there was a tacit 
understanding that the Bank would always operate at the low fixed 
rate. The Bank appears in general to have exercised its right occasionally 
in order to produce a slight hardening in market rates. 

The Bank could, of course, easily produce such a change in market 
rates without driving any of the discount houses round to the front 
door. The Bank is continually having to operate in the market, owing 
to the huge turnover of funds between government and other accounts, 
and it can make market rate whatever it likes simply by fixing at the 
desired level the rate at which its own operator works at its own back 
door. It has sometimes been supposed that the changes of November 
1951 represented a return to some pre-war or traditional system. This 
is not the case. There could be no return to bygone days, because since 
those days there have developed enormous transactions between 
government departments and private business. I refer not only to the 
swollen government debt but also to such phenomena as the national 
health service, and the Milk Marketing Board. Because the Bank of 
England is banker to the government as well as banker to the banks, 
the transactions of these services imply huge transfers between govern¬ 
ment and bankers’ balances at the Bank of England. The size and 
frequency of these transfers ensures that the money market (depending 
as it does on the adequacy ot bankers’ balances at the Bank of England) 
is continually dependent upon temporary help from the Bank of Eng¬ 
land. The latter can therefore enforce whatever rate it thinks appro¬ 
priate, without any need to drive the discount houses round to the 
front door at 2.30 in the afternoon. 

The only justification tor the occasional use of the front door is that 
the Bank of England likes to give the bill-brokers something to scratch 
their heads about. If we want to be more formal, we can say that it 
wants to emphasize the flexibility of the system in contrast to the 
rigidity of die preceding years. The Bank remains a continual source 
of cash at rates of its own choice. The change of machinery has been 
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grossly overrated. The simultaneous change in the level of interest 
rates is, of course, quite another story. 

V 

Thanks to its position as the source of cash, the Bank of England 
can make short-term interest rates what it pleases, and the experience 
of the last two years has shown how the large movements of cash make 
this control of short-rates a comparatively easy business for the tech¬ 
nicians. The control of short-rates used to be regarded as the corner¬ 
stone of central banking. This was primarily because in the heyday of 
London as an international financial centre the short-rates were ot great 
importance in regulating the international flow of short-inoney, so 
producing quick effects on the foreign-exchange position. In these 
days of foreign-exchange restrictions this effect of interest-rate policy 
must not be forgotten, but it has lost its old primacy. 

I should mention, before leaving the action of the Bank on short- 
rates, how this swing away from emphasis on the foreign exchanges has 
prompted a change in the structure of short-rates. I mentioned a 
moment ago that Bank Rate is not an operative rate at the Bank ot 
England; but it has, since the latter part of the nineteenth century, 
played an important part in certain formulae of the commercial banks 
—particularly it has been a regulator of their overdraft rates. Before 
1931 the Bank often wanted, for foreign exchange purposes, to make 
money market rates high relatively to overdraft rates, and in these cir¬ 
cumstances its own operative rate, the Advances Rate, 1 which exercised 
a pull on international short money, was normally £ per cent, above 
Bank Rate. Nowadays, on the other hand, the pull on international 
money of the London three months rate is relatively slight, and 
its main function has become the regulation of the contribution 
made by the government towards the gross incomes of the com¬ 
mercial banks and other holders of Treasury Bills. At the same time, 
the authorities are inclined to favour higher rather than lower over¬ 
draft rates. Thus it has become important to keep the market rate 
not up but down relatively to overdraft rates—a complete reversal of 
the pre-1931 position. The Bank of England has adapted itself by 
setting its operative penal rate J per cent, below, instead of \ per 
cent, above, the official Bank Rate. 2 This is an excellent illustration 

1 I refer to the rate at which the bank would lend against approved bills. This has to be 
distinguished from the rates at which the Hank makes advances to its private customers. 

* For subsequent change, sec note I to p. 39 above. 
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of the adaptability of our central banking technique in the face of 
changing circumstances. 

It has been suggested in some quarters that the logical conclusion 
of this particular change in circumstances would be to divorce the 
Treasury Bill rate completely from the general structure of market 
rates. I myself am disinclined to take this extreme position, because it 
neglects the market connexions with other rates and because it neglects 
the relevance, even in present circumstances, of the external situation. 

To return from this digression. In the classical accounts of the Bank 
Rate’s significance, its connexion with international short loan move¬ 
ments was only the first and most obvious effect. The more penetrating 
accounts also specified two other effects. Of these, one is the effect of 
short-rates on the willingness of bankers to lend and of borrowers to 
borrow, and the other is the effect on longer-term rates of interest— 
yields on gilt-edged and other Stock Exchange securities. Just how 
these effects are produced and how significant they are in regulating the 
economy are questions that would take me far beyond the sphere of 
central banking; suffice it to say that recent British experience suggests 
that the central bank still appears able to get, by its operation on short- 
rates, effects of both kinds, effects, that is to say, in short lending for 
business and in the long-term capital market. 

VI 

In the present century economists have come to stress the significance 
of the effects on the long-term capital market; and the economists have 
not been alone in badgering the central bankers to operate more 
directly and more certainly upon the long-term interest rate. The 
Macmillan Committee made a recommendation to this effect, more than 
twenty years ago. Moreover, Finance Ministers have had great interest 
in keeping interest rates down, on long-term as well as on short-term 
loans; and central bankers the world over have therefore been pressed 
by their political masters to use all their powers to manipulate long¬ 
term rates directly, as well as influencing them through the short-rates. 
The attitude of the Bank of England in this matter has contrasted with 
that of many other central banks, including the American. In many— 
I believe I might say, in most—countries the central bankers have 
operated directly on the long-rate, sometimes keeping it pegged at a 
low level for years. They have managed this in precisely the same way 
as the Bank of England, for many years, pegged the short-rates: just as 
the Bank of England kept the Treasury Bill rate pegged by always 



The Bank of England in 1983 43 

being willing to operate on either side of the market at the fixed rate, 
so did its American parallel rigidly stabilize the market in bonds (long¬ 
term as well as others) by standing willing to operate either way at 
fixed prices. In America, and in many other countries, there was no 
secret about this: it was a matter of openly avowed policy, the tech¬ 
nique and immediate implications of which were widely understood. 

The Bank of England has never adopted anything like this as a 
deliberate and open policy. That it has hoped to influence long-rates 
by its short-rate policy seems highly probable, though one can never 
be quite sure even of this, since the Old Lady is like Brer Fox and Tar 
Baby—she just lies low and says nuffin’. There have been times when 
the Bank is known to have operated directly in the long-term market; 
but these have been rather special occasions. There was 1932, for 
example, when preparation of the market for the great war loan con¬ 
version combined with the anti-depression policy to make an altogether 
exceptional case for support. Then in the pre-war years the Bank is 
known to have used the resources of its issue department to prepare 
markets for, and to underwrite, government bond issues. Since the 
war, there have been similar episodes of known ‘grooming of the 
market’. There was also the spectacular incident in November 1949 
when the official operator merely waved his hat in the wings and so 
steadied a gilt-edged market that had become demoralized; and I 
cannot help wondering whether die Bank really stood aside in the fan¬ 
tastic movements of the gilt-edged market in the summer of 1952. 
I must also mention in this context the Dalton episode of 1946-7 when, 
it is widely believed, there were official.operations in the long-term 
market in support of the Chancellor’s attempt to push the long-rate 
down from 3 to 2% per cent. But participation by the Bank of England 
in this last and most important case has never been authoritatively 
admitted, and I am not sure that we should take it for granted that the 
Bank then made any departure from what is understood to have been 
its general position of the last twenty years—that it grooms the market 
on special occasions, and intervenes to correct an extraordinary and 
momentary aberration, but does not try, by direct operations, to affect 
the broad drift of market prices, whether that be upward or downward. 

VII 

I have been describing the Bank of England’s technique merely as 
it has become a matter of public knowledge: you will have noticed 
that on some points I have been guessing; and that I have not even 
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tried to guess why it acts just as it does. This brings me to another 
contrast between central banking here and elsewhere. In some other 
countries—notably in the U.S.A.—the central bankers sooner or later 
tell the public what they are up to; indeed, in the U.S.A., this is regarded 
as an essential part of central banking technique. There the banking 
system is not highly centralized in a single city, as in London, but is 
widely scattered. There must be well over 20,000 men in the United 
States who can properly describe themselves as bankers, and the 
independent banks they control have their chief offices sprinkled 
throughout the States of the Union. The co-operation of these bankers, 
indeed their reasonable behaviour, could only be expected if the central 
bankers made their views publicly known. And certainly this is what 
America’s central bankers do. In Britain they go to the other extreme, 
and just say nothing. The Bank of England issues a weekly statement 
of accounts, cast in a form dictated by a theory abandoned eighty years 
or more ago, and meaning scarcely anything. As a nationalized industry 
it publishes an annual report in which it gives us a tew new facts, some 
of interest but most of them only curiosities, and pads this out with 
a few pages ot facts already published elsewhere. I do not want to be 
thought too critical of this: I recognize that there are quite exceptional 
difficulties which go some way towards justifying the Bank of England 
in producing the dullest central bank report in the world. Moreover, 
the high degree of centralization in London makes publicity less neces¬ 
sary than elsewhere; the people who matter are relatively few and 
nearly all of them work within ‘the square mile’. If the Governor of the 
Bank of England calls in a dozen men to tea, he can make the Bank’s 
views known, without any fuss, in the most necessary quarters. 

All the same, I cannot avoid the feeling that all this extreme secre¬ 
tiveness is overdone; and that for largely historical reasons it has grown 
to be a habit almost to the extent of being a vice. I have in the last 
fifteen months come to feel this more strongly, because of the virtually 
complete absence of any authoritative explanation of what the authori¬ 
ties are trying to do in this new monetary policy of theirs. I have in 
recent weeks scanned the annual statements of the clearing banks’ 
chairmen in the hope of spotting some inspired explanation, but I 
remain completely foxed. It is all too evident that the bank chairmen 
have no agreed understanding of the intentions and design of the new 
policy. But perhaps this uncertainty is all part of the policy. Perhaps the 
authorities want to keep everybody guessing. If so, they have certainly 
succeeded. But it is all very trying to the outsider -who finds himself 
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called upon to explain central banking as it is practised in Britain 
today. 

VIII 

This question of publicity must be considered in relation to the 
last fundamental question I have to put before you. I have more than 
once emphasized the Bank of England’s flexibility of technique in the 
face of changing circumstances. But is it sufficiently flexible also in 
policy? This goes to the very root of central banking problems. Let 
me repeat that the essence of central banking is discretionary control 
of the banking system: the very antithesis of the automatic system Sir 
Robert Peel tried to foist on us. In the words of the Macmillan Com¬ 
mittee, it is to keep the financial system on an even keel. If the Old 
Lady at the helm is to be really successful in changeable economic 
weather, there must be quick diagnosis and quick decision. How 
difficult are these functions of diagnosis and decision, and do our 
institutions serve us well in these respects? 

On the difficulty of diagnosis I have said something elsewhere, and 
see no cause to modify my view. If you think it easy, try your hand at 
economic prediction. Remember that though it may be easy enough 
to analyse an economic situation five years after the event, when most 
of the statistics of the period are available and you know what hap¬ 
pened afterwards, it is quite another thing to look at the situation 
today, with statistics, some six months, some twelve months, out of 
date. It is particularly difficult to distinguish between the temporary 
disturbance and the more deeply-seated trend. Yet this is what the Old 
Lady on the bridge must face. Is it a change of current, or is it just a 
big wave? Is it a gale, or only a gust? Well, I can only stand and stare, 
and plead for a helpful response when the Bank of England asks for 
statistics and other information. 

So much for diagnosis; what about decision? First I would em¬ 
phasize that the two are connected: difficulties in diagnosis always 
make for delay in action. We must remember, too, it is not for the 
Bank to decide, but merely to advise. She is to press the advice, even 
to the point of nagging, but the final decision lies at the other end of the 
Strand. Does the Old Lady nag quickly and persistently enough ? We 
cannot know this, because it is all done, in our system, behind closed 
doors. In this there is sharp contrast between the way we do things and 
the way they are done elsewhere. When the American central bankers 
think there should be a change of policy, they lecture the whole 



4 6 The Bank of England in i£>^3 

country at length, but our Old Lady only gives curtain lectures. 
Obviously ours is sometimes the right way, but is it always the best 
way to get things doner Does it lead quickly enough to that mobiliza¬ 
tion of opinion which the democratic politician likes to feel just emerg¬ 
ing behind his decision ? 

Let me illustrate by asking you to consider for a moment the events 
of 1950 and 1951. If dearer money was right in the autumn of 1951, it 
must have been right in the more violent inflation of the autumn of 
1950. Was the Bank nagging His Majesty’s Government in the autumn 
of 1950? I don’t know; what I do know is that anything of the kind 
was kept so close that as lately as October 1951 a certain public cor¬ 
poration could still deny that the rate of interest was a public issue. It is 
quite possible that more public controversy would still have delayed 
the decision until November 1951, but it is at least arguable that the 
government would have felt opinion crystallizing more quickly. You 
may point to the change of government, but in a matter of this kind 
the movement of opinion can be more effective than any slight change 
in the balance of political power. 

If you were persuaded that we ought to have more public discussion, 
you might nevertheless conclude that the difficulties of diagnosis and 
of getting public decision quickly are so great as to put in question the 
whole principle of discretionary control of the banking system; and 
there are, you may know, men in Chicago and elsewhere who still 
favour a more automatic system. I myself am no such pessimist. I 
believe that though you cannot tell all the story to all the people all the 
time, there is still much in the old saying that ‘Light is the Sovereign 
Remedy’. I believe that in monetary policy, indeed in economic policy 
generally, a wide understanding, an informed opinion, is the best and 
surest foundation. 
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Open-Market Operations in English 

Central Banking' 

i 

T he business of a central bank is to influence the behaviour of the 
country’s financial institutions in the interest of the broad 
economic policy of the government. The most appropriate way 
for it to function depends upon the nature of the financial institutions 
it is called upon to influence, and the economic policy whose further¬ 
ance is its ultimate purpose. There is consequently no standard pattern 
of central banking: indeed it is scarcely an exaggeration to say that 
there are as many kinds of central banks as there are countries. I make 
no attempt to describe a common pattern; still less to suggest that there 
is some ideal form to which all central banks should strive to conform. 
My purpose is to describe and comment upon a certain part of the 
work of the British central bank, bearing in mind that this central bank 
works in a highly developed financial system, and that here in Switzer¬ 
land also there is a highly developed financial system but no parallel 
operations by the central bank. 

The system of which the Bank of England is the centre consists of 
a small group of giant banks, having branches more or less throughout 
the country, together with an extensive fringe of smaller banks. Of 
these fringe banks, some are confined to parts of the United Kingdom 
but most of them have their principal interests in other parts of the 
Sterling Area. At the centre, that is to say in London, is a unique band 
of institutions which compose the London Discount Market. Further 
important elements in the structure are the Accepting Houses and the 
Stock Exchange. The Accepting Houses have a wide range of business, 
the chief of which for our present purpose is the contribution they 
as guarantors of traders’ credit make to the marketability of bills of 

[' Based on lectures given at the University of Zurich under the auspices of die 
Schweizerisches Institut fur Auslandforschung and at the Basic Centre for Economic and 
Financial Research, 1953. Reprinted from Schwcizeruchc Zeaschrift fur Volkswirtschaft 
und Siatluik f vol. Ixxxix, no. 5 (1953)-] 
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exchange arising in the course of trade not only in Britain but all over 
the world. In the Stock Exchange a range of paper titles, including 
bonds, stocks, and shares but excluding bills of exchange, are bought 
and sold; there operators dealing as principals are called the jobbers, 
while the intermediaries between these stock-jobbers and the outside 
public are called the stockbrokers. Using the facilities offered by these 
various institutions are not only private individuals and ordinary 
business corporations but also some very large concerns, such as in¬ 
surance companies, investment trusts, and building societies, which 
handle huge funds and are, together with the banks themselves, com¬ 
monly referred to as ‘the institutional investors’. 

The open-market operations of the central bank affect in some 
measure the business of all the parts of the market to which I have 
referred, but they usually impinge most directly upon the discount 
houses and the banks. The peculiar relations of these institutions con¬ 
stituting the London discount market are well known. The clearing 
banks—the essentially domestic banks, who provide nearly all the 
bank'credit for the country—hold cash reserves related strictly to their 
deposit liabilities by a conventional 8 per cent, ‘cash-ratio’. Of these 
cash reserves, about half consists of till money, the other half being 
book entries at the Bank of England called ‘Bankers’ Deposits’. The 
banks lend, from day to day, large sums to the discount houses, who 
employ these funds up to the hilt, holding Treasury and other bills, 
and short bonds running up to five years’ life. There is no margin of 
excess reserves, or snare cash, anywhere in the system: any surplus 
appearing is mopped up by the Bank of England, and if more is 
required at any time it has to be created by action of the Bank of Eng¬ 
land in adding to its assets. 

This absence of any margin of excess reserves is the more important 
because government balances lie outside the structure of commercial 
bank reserves. An) r appreciable net payments by the public to govern¬ 
mental bodies deplete the reserves of the banking system, while net 
receipts by the public from the government add to the reserves of the 
banking system. As the banks, striving to keep their cash-ratio fixed 
at 8 per cent., sense the change in reserves, they try to adjust their 
positions by buying less or more bills and by calling more or less 
money from the discount houses. These, having and wanting no 
margin, look to the Bank of England to enable them to meet the situa¬ 
tion, and this gives the Bank important opportunities. Alternatively 
the Bank can itself create the opportunities. Whether the Bank takes 
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the initiative or not, its action is referred to as an ‘open-market 
operation’ unless it insists upon helping the market only at the penal 
official Bank Rate. 


II 

In the pre-1914 period the open-market operations of the Bank of 
England normally took the form of borrowing in the market. The 
Bank employed a broker who took up call money or very short-dated 
money from the commercial banks, just as if that broker had been 
needing the money to finance his own holding of bills. Payment to the 
Bank of England was made by deduction from operators’ accounts at 
the Bank of England. That is to say, the Bank’s open-market operation 
enforced directly a reduction in Bankers’ Deposits, the cash reserve ot 
the commercial banks. The resulting tightness in the discount market 
prompted the firmness in the market rate of discount. 

In this early period the hardening of the market rate of discount was 
the only immediate object of the Bank’s initiative, and it was sought 
solely for the protection of the gold reserve. It was often referred to 
as the process of‘making Bank Rate effective’, though that phrase was 
also used more generally to refer to any market movement, whether at 
the initiative of the Bank or otherwise, that had the effect of pulling 
market rate up to a normal relationship with the official (and penal) 
Bank Rate. 

Operations in the opposite direction simply occurred when money 
borrowed by the Bank’s broker was paid off—but this was solely in 
termination of the initial absorption of funds as soon as the Bank con¬ 
sidered that the occasion of its original intervention had passed. There 
■were, as far as I know, no occasions when the Bank took the opposite 
initiative, of pumping funds into the market: if it was willing to see a 
lower market rate, it was always ready to reduce the official Bank Rate. 
Its predisposition always favoured a low rather than a high Bank Rate, 
because this official rate affected lending rates throughout internal 
banking business, and the Bank’s policy was always to create as favour¬ 
able conditions as it could for home trade, consistently with the interest 
rates necessitated by the international capital situation. There were 
accordingly no occasions for open-market operations to depress money- 
market rates. 

We have no certain knowledge, but there have been hints 1 that the 
Sank in those days also operated in the long-term market, not only 

1 Cf. Finance and Industry Cttcc., 1931. Mins, of Ev. y Qn. 401 (Sir Lrncst Harvey). 
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for its own investment purposes but also to influence money-market 
conditions. The principal security available in the gilt-edged group was 
the per cent. Consols. These, being liable to considerable variations 
in price, were an unsuitable medium for open-market operations 
designed primarily to effect short-lived alterations in money-market 
conditions. The Bank did not then in its main operations look further 
afield than these ephemeral conditions; it did not seek direct effects 
upon long-term interest rates, to which operations in Consols would 
seem to have been appropriate. Nevertheless, apparently it did some¬ 
times work diis way and its action had an immediate automatic effect 
on bank reserves, since die people to whom the Bank sold Consols 
banked with the commercial banks. Operations in Consols were thus 
an alternative, if unattractive, way of creating tightness in the money 
market. It seems improbable that it was much used. 

• 

III 

In the inter-war period technical conditions were more favourable 
to open-market operations, and central bankers were consciously 
pursuing more complex objectives. The three months’ Treasury Bills 
had become available in hundreds of millions, and there was also a great 
volume of rather short government bonds. Through the first half of the 
period British policy was essentially a gold-standard policy, even before 
the actual return to the gold standard in April 1925, but pursuance of 
this policy was qualified by a tenderness for home trade, more con¬ 
stantly and in greater degree than before 1914. Policy was also more 
complex in that there was at times an important element of international 
co-operation which made gold-standard management something very 
different from the blind, automatic action that had been standard, 
though not universal, behaviour before 1914. After September 1931 
conditions were again different: international considerations were soon 
pushed into the background, and Bank of England policy became 
technical support of the government’s cheap-money policy. The 
difference between the earlier and the later half of die period was 
primarily in the underlying policy. The revolutionary change in this 
made little difference to the money-market technique employed by the 
Bank, though the task of absorbing a great influx of foreign funds very 
greatly increased the scale of its open-market operations, and the Bank 
also in this period came to take a much more direct interest in the long¬ 
term market. 

In the twenties die Bank took advantage of the larger volume of 
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Treasury Bills by using these as its normal medium for open-market 
operations. 1 To a central banker a bill is always more attractive than 
a bond, on account of the smaller range of capital depreciation. There 
were tens of millions of pounds’ worth of these bills maturing every 
week, and the market in them, at all stages in their three months’ 
currency, was always active. The Bank of England itself always held 
a large volume, and the fact that it was constantly having to replace 
those maturing in its own portfolio would itself have been sufficient to 
give the Bank considerable influence in the day-by-day determination 
of the market rate of discount. In fact the Bank was more active than 
this, and was prepared to operate on either side of the market in pur¬ 
suance of its general policy. To these operations the market was highly 
sensitive, very little swing in market resources being sufficient to 
influence the market rate of discount. 2 

The more favourable technical conditions encouraged the Bank to 
embark upon these operations much more freely than it had done before 
1914. In the pre-w'ar period its restraint in open-market operations had 
necessitated frequent movements of Bank Rate, as indications to the 
market of how market rate w as to be moved in order to protect the 
gold reserve. During the twenties Bank Rate was unchanged for long 
periods, during which the Bank would by constant open-market 
operations—operations in Treasury Bills—keep market rate at, but no 
higher than, the level necessary to protect the gold reserve. Detailed 
comparison between this period and pre-1914 shows the Bank as taking 
much greater care to offset seasonal variations, particularly the wide 
variations in the demand for cash in circulation. It was also trying, in its 
reaction to gold movements, to distinguish between the purely ephe¬ 
meral disturbance and the more deeply seated movements—a distinc¬ 
tion that w'as of some importance in a world of overgrown short capital 
movements. The Deputy Governor of the Bank, describing the system 
to the Macmillan Committee, said that the open-market operations 
were aimed primarily at keeping the market rate of discount as high 
as the gold and foreign exchange position necessitated, and that subject 


1 Finance and Industry, Cttcc., 1931. Mins, of Ev. y Qn. 401. ‘Do you generally, when 
you operate in the open market, operate through bills or through Government securities?* 
—{Sir Ernest Harvey) ‘Generally through bills. When I say “generally*’ I do not wish 
it to be thought that we do not operate in Government securities. Wc may operate through 
Government securities, but, of course, at a time like this when the volume ot bills is 50 
much larger than in, let us say, pre-war times, owing largely to the great volume of 
Treasury Bills, the proportion of operations in bills is larger in comparison with securities 
than used to be the case. 1 Ibid., Qn. 353. 
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to this overriding requirement the operations were aimed at avoiding 
disturbance to the cash position of the banking system . 1 Actually the 
figures show that the Bank generally rather less than offset gold losses, 
and rather more than offset gold gains: it exerted, that is to say, a slight 
but steady pressure on the total of the Bankers’ Deposits that form the 
cash basis of the supply of bank money. As the largest bank was 
in this period reducing its cash ratio significantly, the broad upshot 
was that the supply of bank money was held almost stable. 

Looking back, it does appear that this freer use of open-market 
operations in the twenties was an important improvement over the 
pre-war system. The bill market and the banking system ceased to be 
subject to great seasonal strains; and the smoothing of the effect of 
gold movements at least gave a greater chance to the restored gold 
standard. It is of course possible to argue that the Bank of England 
ought to have followed a more deflationary policy, maintaining 
throughout a greater pressure on the cash basis; but that this pressure 
should have reflected the erratic character of actual gold movements 
is hardly arguable. At least one may assert that more erratic pressure 
on the domestic banking situation—that is, less of open-market 
operations—would have aroused sharp criticism and rapidly made the 
gold-standard policy unacceptable. The interest of a policy of foreign- 
exchange stability is, that is to say, better served by intelligent central 
bankers having at their command open-market operations, than by a 
blind exposure to every wind that blows. 

To revert to the history of the Bank of England’s technique. After 
the departure from the gold standard in September 1931 there was a 
period of about six months during which the Bank felt the foreign- 
exchange position to be so weak that it was obliged to use its open- 
market operations fully to support, in opposition to market tendencies, 
very dear money. Its first object was to accumulate sufficient foreign 
exchange to pay qff the credits unavailingly used in the effort, in 
August and September 1931, to maintain the gold standard. Once 
these needs had been covered, the Bank switched its policy to an inde¬ 
pendent one ot cheap money, primarily for the support of a gigantic 
conversion operation by the Treasury. 2 In pursuit of this policy the 
Bank appears to have made an outstanding departure from its usual 
concentration on the Treasury Bill market: it is understood to have 

' Finance and Industry-, Cttee., 1931. Alins, of 2 Tv., Qn. 345. 

2 For this 193a switch in the Bank’s operations, see E. Nevin, The Mechanism of Cheap 
Money (Cardiff, 1955), chapter iii. 
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made large purchases of medium- and long-term bonds, in the suc¬ 
cessful effort to prepare the market for the war loan conversion. It is 
necessary to emphasize that the circumstances in which this unusual 
step was taken were very extraordinary: market conditions (including 
the return of foreign funds to London) were tending to push interest 
rates down, the Treasury was anxious to get a quarter of the National 
Debt converted to as low an interest rate as possible, and business and 
academic opinion was calling for cheap money to rescue trade from its 
extreme depression. The Bank’s intervention in the long-term market 
could therefore be described as an attempt to hasten the natural and 
desirable market trend, in quite extraordinary circumstances of 
economic stress. It was not a technique the Bank was prepared to 
employ in any but the most unusual circumstances: certainly there was 
no sign of its employment when long-term interest rates tended to rise 
after 1935, even when trade slackened in 1938. 

Through the remainder of the inter-war period the Bank reverted 
to its general practice of operating continuously in Treasury Bills. Its 
principal aim was, in conjunction with the Exchange Equalization 
Account, to insulate the domestic banking situation from the colossal 
movements of short-term capital into and out of London. The cheap- 
money policy was maintained, at least in the bill market, throughout 
the period, whichever way hot money was moving. In general the 
Bank left the market in government bonds to look after itself, though 
it intervened from time to time to smooth out the effect of new govern¬ 
ment bond issues. These temporary supporting operations tended to 
become more prominent as the years went by, not because the Bank 
was more favourably inclined to them but simply because rearmament 
brought a larger programme of government borrowing. 

IV 

In a very broad way, the Bank’s technique during the second world 
war remained much the same as it had been during the rearmament 
period. The disinclination to go into the long-term market, otherwise 
than for purely temporary support, remained. Intervention in the bill 
market, on the other hand, not merely remained continuous but be¬ 
came automatic, as the Bank dropped all pretence of holding the initia¬ 
tive. The Bank’s primary contribution to the policy of ‘the Three Per 
Cent. War’ was in fact to hold the Treasury Bill rate at 1 per cent., by 
standing ready at all times to operate either way in the market at that 
price. 
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After the war came the Dalton episode, with the official attempt to 
get the long-term rate down to a 2§ per cent, basis. Whether the Bank 
itself, as well as government departments, joined in the heavy buying of 
medium- and long-term bonds, in this ultra-cheap-money drive, has 
never been satisfactorily established. In any case, the episode was short¬ 
lived and there has not since the beginning of 1947 been any suspicion 
of sustained operations by the Bank in the long-term market. But the 
Bank did both during the brief Dalton episode and throughout 
the remainder of the Labour Government’s life give full support to the 
cheap-money policy along its more conventional lines of keeping rates 
at very low levels in the short-term market. Here it continued as in 
war-time to work automatically: Treasury Bills were always dis¬ 
countable at i per cent, because any market operator short of funds 
could always get Treasury' Bills rediscounted by the Bank’s own 
operator, at that fixed rate. 

This brings us to 1951, and Mr. Butler’s ‘new monetary' policy’. 
At first sight, the technical changes looked very great; but this has 
proved an illusion. The principal change, apart from the lifting of 
market rates, is that the Bank of England’s action in the discount market 
has ceased to be purely automatic: it now reserves the right to choose 
the rate at which it will operate, even to the extent of forcing borrowers 
to pay its official penal rate. But technical circumstances in the market 
have made, and will continue to make, it necessary for the Bank to 
operate on a very large scale continually. The Bank is thus continually 
in a position to enforce, without effort, whatever rate it pleases. It has 
in fact used its power to hold the market rate of discount pretty' well 
constant. Market operators have been allowed to approach the Bank’s 
operator with almost the old assurance that funds will be available 
without disturbance of market rates; the occasions on which discount 
houses have been forced to go to the Bank’s front door and pay the 
penal rate have appeared no more than sufficient to keep market opera¬ 
tors aware of the procedure. The Bank has continued, that is to say, 

entirely on its own operations in the market to keep 
market rates at very steady levels dictated by itself. 

Before passing to more general matters brief reference must be made 
to certain technical details, market descriptions of which are a little 
confusing. Until 1939 the Bank of England did not ever operate by 
transactions directly with the commercial banks. The banks were— 
and are—lenders to the discount houses, and the Bank would relieve 
a shortage of funds in the market by buying bills from the discount 
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houses. But the Bank, in the interest of not providing funds for un¬ 
necessarily long periods—it wants, we may say, ‘to keep the market on 
its toes’—is very particular about the dates of the bills it buys. In 
general it prefers those very close to maturity. When maturity comes, 
market operators are taking up the replacement bills, and they there¬ 
fore, through the government account, have to pay die Bank of Eng¬ 
land the value of the maturing bills held by the Bank on its own 
account. The Bank has thus provided the market with funds only for 
the short remaining life of the bills it takes, reasserting its power as they 
mature. Exceptions to this general preference for short bills are made 
occasionally in favour of bills maturing on some date a month or so 
ahead when the Bank knows that some exceptional movement will be 
putting the market in funds. But in one way or the other the Bank’s 
preferences are narrowly limited—to very short bills or to others ol 
special dates—and it may be that the discount houses have not sufficient 
of these bills for selling to the Bank’s operator. The tendency for the 
commercial banks to buy bills as these approach maturity indeed makes 
it unlikely that the discount houses will always have bills of just the 
dates the Bank is seeking. The Bank of England’s operator—the 
‘special buyer’—is therefore prepared, if difficulties of this kind arise, 
to buy Treasury Bills from the commercial banks, who are then able 
to lend more freely to the discount houses. In this case the special 
buyer is said to have given ‘indirect help’ to the market; the help 
being, on the other hand, described as ‘direct’ when the Bank’s 
operator buys bills from the discount houses themselves, when these 
find themselves unable to borrow sufficient from the commercial 
banks but have in their portfolios bills of dates sought by the special 
buyer. 

It will be appreciated that these technical terms, ‘indirect’ and ‘direct 
help’, are perverse in that the help provided by the Bank of England is 
really designed to protect the cash reserves of the commercial banks, 
so that one would expect official purchases of bills from these banks to 
be labelled ‘direct help’. But the intervention of the discount houses is 
so ingrained in the English system that the terminology is based on the 
fabulous assumption that it is the liquidity of these discount houses 
that is the ultimate object of the central bank’s concern. 

In the last few years market operations by the Bank of England, 
whether of the direct or indirect form, have been almost continuous. 
This is due to the great swings of payments and receipts between 
government accounts (which are separate from the commercial bank’s 
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reserves) and private accounts, resulting from the greatly increased 
weight of government activity in the British economy. Efforts have 
been made to moderate these swings, with some success, but they 
remain considerable and as long as the authorities want the commercial 
banks to maintain stable cash-ratios, while official balances are outside 
these ratios, constant swings in the money-market position are in¬ 
evitable. The ease with which the central bank can offset them by its 
open-market operations makes these swings harmless; and they enable 
the central bank to maintain continuous and perfect control of the rates 
of interest ruling in the short-term markets. 

V 

In general the Bank of England confines its substantial open-market 
operations to the short-money market. Upon occasion it has made 
important interventions also in the Stock Exchange markets for 
medium- and long-term government securities. Such was the episode 
of 1932, referred to earlier. Through the remainder of the thirties the 
Bank confined its operations in this market to a minor grooming of the 
market when new bond issues or conversion offers were in train. It is 
commonly believed that in the Dalton drive for ultra-cheap money 
in 1946 the Bank of England threw its weight into the market, in 
support of the Chancellor’s policy, but this has never been authori¬ 
tatively admitted. Since that occasion the Bank is understood to have 
confined itself to smoothing operations, notably in steadying a de¬ 
moralized market in the autumn of 1949. 

This unwillingness normally to operate in the long-term market is 
contrary to the recommendation of the Macmillan Committee in 1931. 
At that time economists stressed the long-term rate of interest as an 
important weapon of contra-cyclical policy, and the monetary authori¬ 
ties’ control of short-rates was thought important largely for the sake 
of its influence upon the long-rates. In diese circumstances there was 
much to be said for intervention by the central bank in the long-term 
market. Since then, however, economists have rather lost faith in the 
long-term interest rate as a weapon of monetary policy, and the central 
bankers themselves seem to have been sceptical. 

Against substantial intervention in the long-term market, there is the 
argument that the relation between short- and long-rates is determined 
by public preferences for various degrees of liquidity: that the gap 
between, say, the 1 reasury Bill rate and the yield on Consols is deter¬ 
mined at any moment by these preferences and that the Bank can 
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therefore push the long-rate about as it likes by, and only by, moving 
the short-rate. If it attempts to alter the long-rate without moving the 
short-rate, it will simply be inundated with bonds (if it tries to push 
the long-rate down) or with cash or short paper (if it tries to push 
the long-rate up). This argument is alleged to have the support of the 
post-war experience of the American Federal Reserve System, which 
was faced by disbelief in the permanence of the rigid structure of 
interest rates inherited from the w'ar period. But account must be 
taken of the fact that the entire supply of bonds is not at any one time 
held by a uniform body of investors who all take identical views of the 
interest-rate structure: much of the National Debt w ill on the contrary 
be held tightly, and the remainder w'ill be spread among holders w'hose 
views and preferences will ordinarily vary considerably. If the central 
bank is prepared to sell or to buy an appreciable proportion of the total 
National Debt, it should be able to make an appreciable impression on 
the difference between short- and long-rates. In support of their efforts, 
the monetary authorities can always alter any bonds already in their 
possession to bills (if, when trying to raise long-rates, they run short 
of ammunition); or alter any bills in their possession to bonds (if they 
are trying to depress long-rates). This elasticity of the supply of 
ammunition is important: especially if, as in Britain and elsewhere, it 
is thought proper that securities held as ‘backing’ for the note-issue 
should be very short-term paper. 

In Britain the proportion of the National Debt held by the central 
bank is appreciable—something like one-tw'elfth—and altogether 
nearly a quarter is in the hands of government departments and other 
bodies more or less under central control. Whether this is a porportion 
large enough to enable the central bank by open-market operations 
of the most venturesome kind to force upon the market a great altera¬ 
tion in the structure of interest rates is doubtful. Certainly it would be 
altogether too risky a business to attempt to freeze a precise pattern of 
rates, an attempt in which the Americans ultimately failed although 
they had comparatively large resources at their disposal. But there 
may well be room for rather more venturesomeness than has be¬ 
come conventional. The market may often be ready to be led, and, 
as the Macmillan Committee suggested long ago, the central bank 
could sometimes by judicious operations in the long-term market, 
not amounting to a pegging of prices, accentuate market tenden¬ 
cies that it thought desirable and counter movements in the wrong 
direction. 
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VI 

The upshot of all this is that, though operations in the long-term 
market might be employed rather more freely than is nowadays the 
practice in England, central bankers should review the technical con¬ 
ditions for such operations very carefully before they embark upon 
them; and in any case they should beware of over-ambitious efforts of 
this kind. Unless technical conditions are exceptionally favourable, it is 
much easier for the central bank to exert its influence by pushing short 
rates up or down, relying upon a normal public reaction—perhaps 
helped by a readiness to explain the policy—to bring about a desired 
movement in long-term rates. In controlling the short-term rates 
themselves, the central bank can, as the British example shows, employ 
open-market operations to great effect. Technical circumstances are, 
admittedly, highly favourable to such operations in London. The most 
important of these conditions is not the existence of independent bill 
dealers, which other centres have found so elusive, but the great 
variability in the cash available to the commercial banks, a variability 
imposed by the separate accounts of the government in the Bank of 
England. The conventional fixity of the cash-ratio has to be protected 
against this variability of the cash automatically available; this need 
gives the central bank the opportunity to impose, in its open-market 
operations, the short-term interest rates it deems appropriate. The way 
to ensure reality for Bank Rate policy is, thus, to ensure that the central 
bank is continually operating in the money market; and condidons 
for success in this can easily be created in an active financial centre. 
The conditions for successful operations in the long-term market are 
more elusive, and perhaps central bankers are wise in their convenrional 
shyness of these more ambitious open-market operations. 1 

[' The question of operations in the long-term market is further discussed in Chapter 
to below, especially pp. 142-5.] 



6 


Bank Rate in the Twentieth Century 1 

i 

T his paper has its origin in reflections on the return to a flexible 
monetary policy. ‘Flexibility’ is a word that could have many 
meanings in the context of monetary policy, and the changes of 
the early nineteen-fifties certainly do not involve increased flexibility 
in every sense. Evidently some relations are to be more rigid and others 
more flexible than they had been during the previous years; there is no 
doubt that Bank Rate is to be one of the more variable quantities. 
This much publicized aspect of the change in monetary policy has led 
me to ask myself three questions: 

i. In what circumstances are the authorities likely to raise or lower 
Bank Rate? 

2. What results do they expect to follow from such changes? 

3. If the desired effects are to be secured, which relations in the 
monetary system should be rigid, and which flexible—in other 
words, what responses are necessary within the monetary system 
itself, if the desired broader effects on the economy are to be 
achieved ? 

Since the return to a movable Bank Rate has been in some quarters 
acclaimed as a return to a traditional technique, it has occurred to me 
that I might throw some light on my three questions by looking back 
over the last half-century, in search of answers to three questions 
parallel to those just propounded, viz.: 

1. In what circumstances has Bank Rate been moved? 

2. What results did the authorities hope to get? 

3. In the process, what responses were there within the monetary 
system ? 

I hasten to emphasize that we must not expect too much from the 
historical review. We cannot expect future conditions slavishly to 
reproduce earlier patterns. Anyway, there is in our fifty-years’ period 

1 Tim paper was written early in 1955; on it were based lectures given at Edinburgh, 
Glasgow, Princeton, and Liverpool. 
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no ‘normal’ to which we can look back. The economic history of 
Britain since 1904 includes a few years of international ascendancy, 
coupled with colossal foreign investment and a gold standard, a world 
war, an extreme post-war trade cycle, a precarious struggle while the 
outside world enjoyed a boom, the crisis and great depression of the 
early thirties, another struggle back towards some sort of equilibrium, 
another and more devastating war, and post-war emergence as the 
world’s leading debtor country. It may well be that not one of these 
phases will be reproduced in the second half of this century Yet by 
following the working of die monetary system through such a variety 
of conjunctures we perhaps stand a chance of finding some lessons of 
general application. At least we should be able to discover ‘the tradi¬ 
tion’ of Bank Rate. 


II 

Our half-century begins with the last ten years before the first 
war. It was during these years that the United States held a great 
inquiry into banking systems, preliminary to establishing the Federal 
Reserve System. In the course of this inquiry, the Governor and 
Deputy Governor of the Bank of England and a few other English 
banking authorities answered questions on Bank Rate and other English 
institutions; 1 2 the answers are the only official statement between 1858 
and 1929.2 ‘When and under what circumstances is the bank rate 
changed?’, the Governor was asked. ‘The bank rate’, he replied, ‘is 
raised with the object either of preventing gold from leaving the 
country, or of attracting gold to the country, and lowered when it is 
completely out of touch with the market and circumstances do not 
render it necessary to induce the import of gold.’ 3 The Bank had, in 
the previous twenty years or so, sometimes employed other methods 
of influencing international gold movements, 4 but in 1910 the Gover¬ 
nors said with assurance that Bank Rate was ‘the most effective measure 
to protect the bank’s reserves.’ 5 They cited the crisis of 1907 as a 

1 U.S. National Monetary Commission: Interviews on the Banking and Currency 
Systems . Senate Document No. 405, Washington, 1910 (hereafter cited as Interviews ). 

2 The Select Committee of 1875 confined itself to narrow questions relating to the 
note-issue. 

3 Interviewsy p. 26. 

4 See my Bank of England Operations y i8$o-t<>t4 (London, 1936), particularly 
chapter iv, which is reproduced in Papers in English Monetary History (ed. Ashton and 
Sayers, Oxford, 1953). 

s Interviews % p. 26. 
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demonstration of the great power of Bank Rate, a rise to 7 per cent, 
having attracted gold from twenty-four countries. Authorities outside 
the Bank 1 as well as the Governors believed that improved means of 
communication had made Bank Rate more effective as a regulator of 
gold movements; they thought the Bank had in this way exercised more 
complete power in 1907 than in the 1866 crisis, which one of the bankers 
interviewed remembered well. 2 

In deciding when to change Bank Rate, the Bank of England (and in 
these days the Bank alone was ordinarily concerned) looked almost 
exclusively at the size of its reserve. From about 1890—and continuing 
down to 1914—there was a marked seasonal fluctuation in the gold 
position. To this autumnal drain the Bank reacted in precisely the same 
way as to any other loss of gold, so that Bank Rate itself showed a 
seasonal fluctuation. 3 . On the other hand, the Bank was a little sensitive 
to the state of trade in Britain and, except when trade was good, it 
hesitated to raise its rate once it had reached the 4 per cent, level at which 
the ‘Bank Rate clause’ in overdraft rates usually became operative, and 
correspondingly the Bank was quicker to reduce the rate from extreme 
heights than from 4 or lower. 4 

In moving its rate, the Bank through this period ordinarily followed 
a rule said to be derived from Goschen: the rule that Bank Rate should 
go up by steps of 1 per cent, and down by steps of one-halt. As far as I 
know this rule came into the literature first in Bagehot’s Lombard Street. 
After quoting a passage from Goschen’s Foreign Exchanges , in which 
Goschen show's that there must be ‘an excess of more than 2 per cent, in 
the London rate of interest over that in Paris, before the operation of 
sending gold over from France, merely for the sake of interest, will pay’, 
Bagehot goes on, ‘Accordingly, Mr. Goschen recommended that the 
Bank of England should, as a rule, raise their rate by steps of 1 per cent, 
at a time when the object of the rise was to affect the foreign exchanges.’ 
To the 12th edition, prepared in 1906 by Bagehot’s daughter with the 
help of an unnamed friend, a note was added: ‘Occasionally the Bank 
now moves by steps of \ per cent.; but the rule that may be said to be 
broadly observed is that while in lowering the rate it may be expedient 

1 C. R. Nugent (Union Discount Co.)* PP- 110-11, and Lord Avebury (Robarts, 
Lubbock & Co.), pp. 121-2. 

2 Lord Avebury. Lord Swaythcling, another of the London bankers interviewed, had 
*becn sixty years in the banking business' (p. 92). 

1 For a discussion of this seasonal movement, see R. G. Hawtrey, A Century of Bank 
Rate, pp. 120-2. 

4 Cf. my Bank of England Operations, l Syo- 19 / pp. 125-7, and supra , p. 17. 
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to move by steps of \ per cent., in raising it the advance should be by 
steps of i per cent .’ 1 Clapham actually wrote, what Bagehot implied, 
that Goschen ‘advised in his book...’; but no such advice was given by 
Goschen in his book, nor indeed in any of his published speeches or 
papers . 2 I can only surmise that association of the rule with Goschen’s 
name derives either from his having propounded it in the Court of 
Directors , 3 which he joined in 1858, or from a natural attribution by 
Goschen’s contemporaries. Anyway, there appears to have been a change 
of practice in this direction from about i860, though not until the 
twentieth century' does the word ‘rule’ become at all appropriate. 

In the years 1900 to 1914 there were about 70 changes in Bank Rate, 
and all but nine conformed to this rule of ‘up by ones and down by 
halves’. These exceptions are instructive. In September 1905 the Bank 
began to react to the usual autumnal movement by going up from z\ 
to 3; this may well have been thought a preliminary move which, being 
from a very low rate when trade seemed at last to have turned upward, 
would hurt no one. It was quickly followed by a conventional rise from 
3 to 4. 1906 was a year of continual pressure originating in the U.S.A. 
boom; in May, and similarly in June, the Bank went only from 3$ to 4, 
but when things became really difficult in October it brought the rate 
up smartly by two jumps to 6. An exception in the other direction was 
made in January 1907, when the extreme pressure of autumn 1906 was 
over—the rate was brought down from 6 to 5 in a single movement. 
In August 1907, the American boom proceeding but trade at home 
having turned down, the rate w-as at first raised only from 4 to 4J; when 
this did not serve in the autumn’s extremities, sharp jumps (including 
a Governor’s rise 4 ) brought it up to 7. In January 1908, with the crisis 
over and trade depression rapidly deepening, the rate came down in 
two unconventional drops from 6 to 5 and 5 to 4. In 1909, when trade 
was still slack, the Bank twice (January and October) contented itself 
with rises from 2I to 3—but when this did not suffice in the autumn, 
went smartly to 4 and then 5. Finally, in October 1913', when the autumn 
drain again coincided with slackening trade and the rate was already 

1 All quotations from p. 173 of the 1931 reprint of the 14th edition (ed. by Hartley 
Withers and published by John Murray (London)). 

2 Professor R. K. Amin, of Gujarat University, in the course of preparing a London 
M.Sc. (Leon.) thesis on Goschen, searched Goschen’s writings to confirm this for me. 

3 The of England has confirmed to me that no minute of the Court of Directors 

refers to this ‘rule*. 

4 Tile Governor lias always had discretion to raise Bank Rate between meetings of the 
Court ot Directors, and such a rise lias traditionally been described as a ‘Governor's 
rise'. 
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above the critical 4 per cent, level, the Bank went only from 4$ to 5. In 
short, the Bank followed the rule except on a few occasions when crisis 
was developing or just past, or when the external situation seemed to 
allow for, and the home situation to demand, rather lower rates than a 
blind application of the rule would have indicated. 

For the rationale of Bank Rate policy, we have to go outside 
the period itself. When the Cunliffe Committee 1 in 1918 reviewed the 
possibilities of post-war monetary arrangements, it gave one of the 
classic accounts of the modus operandi of Bank Rate, and this account 
refers to the system as it was operating in the years immediately before 
the war. The raising of Bank Rate, said the Committee, 2 had two 
effects. First, there was the immediate effect upon the international 
short-loan position—the effect of retaining money in and attracting 
money to London. Secondly, the rise 

necessarily led to a general rise of interest rates and a restriction of credit. 
New enterprises were therefore postponed and the demand for constructional 
materials and other capital goods was lessened. The consequent slackening of 
employment also diminished the demand for consumable goods, while 
holders of stocks of commodities carried largely with borrowed money . . . 
tended to press their goods on a weak market. The result was a decline in 
general prices in the home market which, by checking imports and stimulat¬ 
ing exports, corrected the adverse trade balance which was the primary cause 
of the difficulty. 

A change in Bank Rate thus brought both immediate relief and the 
more fundamental adjustment required by the initial disequilibrium. It 
was assumed that there was a deep-seated maladjustment to be cured, 
and the theory was therefore consistent with those exceptional pre-1914 
occasions when the Bank tempered its Bank Rate policy. On the other 
hand, it was not consistent with that slavish reaction to purely seasonal 
movements, that was at least equally characteristic of the pre-1914 Bank 
of England. 

In its less immediate purpose, that of bringing the internal into line 
with the external economic situation, a vital link was the general rise of 
interest rates and restriction of credit. By the beginning of the twentieth 
century the interest rates paid and charged by banks had become very 
widely linked to Bank Rate 3 ; in the country the rate was often fixed 

1 First Interim Report of the Committee on Currency and Foreign Exchanges after the 
war, 1 5 August 1918 (Cmd. 9182); reprinted in I . E. G. Gregory, Hritish Hanking Statutes 
and Reports, vol. ii, pp. 334-65. 

1 Ibid., paragraphs 4 and 5 (Gregory, pp. 336-7). 

1 Interviews, p. 45 (Schuster, Union of London and Smiths.) 



64 Bank Rate in the Twentieth Century 

irrespective of Bank Rate, but for the larger deposits which were subject 
to individual bargaining—and these would often be the funds most 
‘marginal’ to other investment opportunities—the rate fixed in each 
bargain would be influenced by Bank Rate. On the side of lending 
rates, a ‘Bank-Rate clause’—normally including a minimum of 5 per 
cent.—was practically universal in London, the South, and the Midlands. 
In die North the old-fashioned fixed level of 5 per cent, was common, 
but by no means as universal as was sometimes alleged. 1 There was also 
still much bank lending to home trade by the discounting of bills. In 
London a discounter would expect market rates for the class of bill in 
question: this rate could vary to some extent independently of Bank 
Rate, but the latter would ordinarily pull market rates in die same 
direction as it moved. In the country bankers normally discounted 
customers’ bills at Bank Rate. 2 On the ‘restriction of credit’, of which 
the Cunlifie Committee spoke as an associated force, evidence is very 
slight indeed. There is some reason to believe that both lenders and 
borrowers looked to Bank Rate as an important ‘Index’ of economic 
prospects, and both sides would probably become more wary when Bank 
Rate rose, more adventurous when Bank Rate fell. Individual banks were 
perhaps less sensitive, in their lending policies, to general money- 
market conditions, than they had been in earlier days, 3 and deliberate 
restriction would be prompted only by regard to the structure of the 
balance sheet. Individual banks were in this period not infrequently 
‘loaned-up’; 4 a rise in Bank Rate would in itself do nothing to initiate 
such a condition, but a general fall in cash reserves, which might well 
be associated with the circumstances pushing Bank Rate upward, would 
be responsible for a slight general movement of banks towards a loaned- 
up position. 

We may conclude, therefore, that within the banking system itself 
interest rates were substantially, but by no means universally, moved 
with Bank Rate, and that a movement of Bank Rate would probably 
be accompanied by some change in the availability of bank credit, 
though the absence of traders’ complaints suggests that the latter effect 
cannot have been marked. Among other interest rates, the yield on 
Consols had a certain primacy—more than it has nowadays—and 

1 e.R. by London bankers in the official discussions during the 1914 crisis. My own 
generalization is based on the records of a number of pro\'incial banks. 

2 Interviewsy p. 53 (Schuster). 

3 This would be the natural consequence of the enlargement and geographical diffusion 
of the banks. 

4 i.e. had an Advances ratio as high as they thought consistent with sound banking. 
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further effects of Bank Rate on the general structure of interest rates can 
be judged by the degree to which Consols were sensitive to Bank Rate 
changes. The yield on Consols being a long-term rate while Bank Rate 
and the associated commercial banking rates are short rates, the Consols 
yield is affected much more by expectations of future Bank Rates than 
by the rate that rules at the moment. Mr. Hawtrey has investigated, 1 
for a much longer period, the relation between the price of Consols 
and Bank Rate. He shows that while, in association with rather higher 
Bank Rates than had prevailed in the late years of the nineteenth 
century, the price of Consols drifted downwards in the period 1900-14, 
the short-period connexion between actual changes in Bank Rate and 
the price of Consols was quite insignificant. For the years 1900-10 he 
goes so far as to describe the relation as ‘very slight and capricious’; 
he does not apply this phrase to the last four pre-war years, but the 
evidence is scarcely less unimpressive. 2 Small movements in Stock 
Exchange prices are, of course, sufficient to cause abnipt changes in the 
market’s readiness to absorb new issues. At this period the new issues 
were largely for overseas investment, and their sensitiveness to changes 
in Bank Rate undoubtedly played an important part in bringing quick 
effects in the balance of payments and so in the gold reserve. But that 
is something quite different from the effects on home investment and 
economic activity; it is also a reaction that depends upon the existence 
of a substantial volume of lending to overseas borrowers. 

Ill 

Experience during the two wars may be considered together, if only 
for the sake of the contrast between them. For the situation of July- 
August 1914 no one could find any precedent whatever, and the panic 
that characterized the whole episode had its origin largely in the 
bewilderment of a strange situation. August-September 1939, by 
contrast, was both long expected and fell to be tackled by men who 
were well versed in the events of 1914. Also in sharp contrast were the 
conditions of the foreign-exchange markets at the two dates: in 1914 
markets broke down because the demand for sterling—the stream of 
funds to London—could not be matched, while in 1939 there was a 
flight of funds from London which had to be stopped by closing the 
free market. 

The 1914 crisis consisted essentially in a bankers’ panic about the 

' °P- cit -. copter v. i Ibid., p. ,6 Z . 
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consequences of the breakdown of the foreign-exchange market. 1 The 
freezing of merchant bankers’ assets brought the liquidity of their 
acceptances into question, and the clearing banks thereupon sought to 
protect themselves by forcing the discount houses into the Bank for 
very large sums. Against the pressure of these discounts the Bank of 
England raised its rate from 3 to 4 per cent.; there was little rational 
justification for this, but the Court may well have thought a precaution¬ 
ary move would be appropriate—like the rest of the City, the Bank of 
England no doubt found it all very bewildering. But they panicked 
next day, and doubled the 4, to make Bank Rate 8. This and other 
circumstances—among them a normal holiday demand for gold— 
caused the circles of panic and extraordinary precautions to widen, with 
the result that on the third day (Saturday, 1 August) the government 
sent a Treasury letter permitting the note-issue to rise above the limit 
allowed by the 1844 Act. This Treasury letter was slavishly modelled 
on that used in 1866, and therefore prescribed a 10 per cent. Bank Rate. 
By the time die banks reopened (7 August) the pointlessness of this 
had been realized, and the rate was brought down to 6. On the following 
day (8th) under pressure (not altogether reasonable) from the clearing 
banks, it was brought down to 5, where it remained for nearly two years. 

On the basis of the prevailing theory that Bank Rate should be used 
to protect the gold reserve, there was no justification whatever for the 
extreme movement in the 1914 crisis. The foreign-exchange market had 
broken down through excessive pressure to remit to London, and the 
lapse of a very short time was, therefore, bound to produce a big influx 
of gold. Bagehot’s name could perhaps be invoked in support of an 
extreme rise in Bank Rate when there was a critical pressure for discounts 
at the Bank of England: he had agreed that at such a time the Bank 
should lend freely but at a high rate—a rate high enough to be ‘a heavy 
fine on unreasonable timidity’. 2 But in spite of Bagehot, the real justi¬ 
fication for a high rate, when the lender of last resort was operating, 
had been to ensure that its generous lending at home should not allow 
the development of an external drain. In 1914 there was no question 
whatever of an external drain. Of undue timidity, there was little sign 
outside banking circles—at least until the dramatic doubling of Bank 
Rate boosted publicity about the bankers’ panic. 

1 Tile story has often been told: sec, e.g. Hawtrey, op. cit., chapter iv; H. Withers, 
War and Lombard Street] and E. V. Morgan, Studies in British Financial History, 1914- 
25, chapter i. 

1 Lombard Street, p. 187. 
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Thus die 1914 crisis shows us that the authorities were in time of 
crisis prepared to move Bank Rate quite independently of the needs of 
the external situation. But their action bore such marks of panic, and 
such marks of undigested acquaintance with the traditional use of Bank 
Rate in a crisis, that the episode has no real importance in the develop¬ 
ment of the Bank Rate tradition. The one lesson learned was that things 
should be done differently another time. 

When another such occasion did come, in 1939, Bank Rate had been 
more or less out of service for many years. Opinion had during the 
thirties swung rather away from the Cunliffe view that the rate of 
interest was an important regulator of economic activity, and die 
authorities had, in the face of economic movements in the latter half of 
the decade, followed an entirely passive policy. Bank Rate had remained 
unchanged at 2 per cent., while market rates were kept far below this 
by the pressure of a heavy influx of foreign funds. Long-term rates 
showed an upward tendency, and here also die authorities remained 
passive, apart from minor doctoring operations to facilitate new issues 
of bonds. It might have been supposed that this attitude would have 
led, on the outbreak of war, either to continued passivity or to more 
positive measures to keep interest rates down. Nobody believed that the 
flight of foreign funds could be checked by a rise in Bank Rate, while 
exchange control and other measures were intended to prevent a flight 
of domestic funds. As to the volume of private economic activity, this 
would have to come under more direct control and was in any event 
being checked by the uncertainties of the moment and particularly by 
paralysing fears of wholesale air attack. What was there left for a rise 
in Bank Rate to do, except to make the government’s short-term 
borrowing immediately more expensive and to stiffen expectations that 
yields on government bonds generally would be going up? 

Yet Bank Rate was doubled—2 to 4 per cent.—on 24 August, when 
the announcement of the Russo-German pact gave the final warning 
of the imminence of war. The Chancellor of the Exchequer’s explana¬ 
tion was this: 1 4 . . . the clouds were gathering, and we had just felt 
obliged to allow the sterling-dollar exchange rate to go free . . . and, 
instead of encouraging conditions which might lead to an upward 
bound in prices, it was necessary to demonstrate at once that we 
intended to keep a firm grip of the situation’. The doubling of Bank 
Rate was, in short, a storm signal; 2 it was to show the world (including 

1 House of Commons Debates , vol. 351, col. 1604. 

1 'Ilie Lie Sir Henry Clay, who was Economic Adviser at the Bank of England ar this 
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British business men) that there was going to be no looseness about 
Britain’s war finance, no avoidable inflation. It was to encourage a 
general drawing-in of horns, pending the imposition of the various 
controls and the stiffening of taxation. Logically enough, Bank Rate 
was brought down again as soon as these more permanent measures 
of war-time economic policy had been taken. 

After the initial phase, the behaviour of interest rates was in the two 
wars quite different. During the first war, London remained more or 
less an open financial centre, and short-term interest rates, governed by 
Bank Rate, played something like their normal part in influencing the 
foreign-exchange position, at any rate for the first three years. I say 
‘governed by Bank Rate’, but that is a little misleading. In the first as 
in the second war, Bank Rate itself became after a short time an 
ineffective symbol, because the authorities operated continuously in 
Treasury Bills and short loans, so that the Treasury Bill rate became 
the authoritative rate for marginal funds (the rate at which ‘last resort’ 
lending was done), and in the strict sense Bank Raje was replaced by 
the Treasury Bill rate. Towards the end of the first war, the authorities 
managed to insulate, in part, the London money market from other 
international markets and for the remainder of that war neither Bank 
Rate nor the usurping Treasury Bill rate had international significance. 

In the second war the system of foreign-exchange control, especially 
after the measures of June 1940, took away all international importance 
from London interest rates. Bank Rate was kept at the low level of 
2 per cent., but even so it was completely ineffective, being once more 
usurped by the Treasury Bill rate at which the authorities supplied 
money without limit; and this continued to be the position until 1951. 
The wars have thus little to teach us about Bank Rate, and we had 
better look back at what happened after the first war was out of the way. 

IV 

When, in accordance with the recommendations of the Cunliffe 
Committee, 1 Bank Rate was brought back into use in 1919, the authori¬ 
ties had had the benefit of an authoritative—if somewhat brief—review 
of its purposes. Partly for this reason, the use of Bank Rate during the 
inter-war period was an altogether more self-conscious business. The 


time, told me that this was probably Montagu Norman's own view. Norman, he added, 
had great faith in Bank Rate and thought that one of its chief uses was to administer a 
shock and a warning. 

1 First Interim Report , paragraphs 18, 19, and 47. 
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movements were less automatic, the motives more complex. The broad 
economic fluctuations, not only in Britain but also in the trading world 
at large, were brought consciously into consideration. The government’s 
debt operations, now much weightier than before the war, had to be 
brought into the picture and, related to this, the liquidity of the com¬ 
mercial banks and their amenability to control by the central bank had 
occasionally to be considered. Nevertheless, from 1919 until 1931 move¬ 
ments of Bank Rate were again, as they had been before 1914, dominated 
by the external position of the pound: by the strain, until 1925, on the 
rate of exchange and, from 1925 until 1931, on the gold reserve. London 
never reached the position, enjoyed by the United States over a long 
period, of being able to forget about its reserve position. 

In the first phase, of post-war boom and slump, there was convenient 
coincidence of the needs of the internal and the external situation. The 
rise of Bank Rate in November 1919 from the war-time 5 to 6 per cent, 
was called for both by the desire to raise the foreign-exchange value of 
the pound 1 and by the need to curb the speculative boom. But the 
government’s debt operations had also to be considered, and when the 
boom continued its progress the authorities hesitated to push Bank 
Rate beyond 6 per cent, which on pre-war standards was a very high 
level. Efforts were made, by calling the banks into conference at the 
Treasury in February 1920, to secure sufficient restraint on business by 
the rationing of credit. In April 1920, however, the Bank had to raise 
the rate to 7. 

The circumstances in which it took this extreme step had repercussions 
on the monetary history of the entire inter-war period. The banks 
were encountering a lively demand for advances to the business world, 
even at the high interest rates ruling in the winter of 1919-20, and 
doubt arose as to their willingness to take up—or finance through the 
discount market—the large volume of Treasury Bills maturing every 
week. The authorities could theoretically have arranged for the Bank 
of England to take up any bills not taken up by the market, but this 
solution, the only solution consistent with a refusal to raise rates, would 
imply enlarging the cash basis, so encouraging the banks to go yet 
further in lending to traders. With trade booming and the exchange 
rate extremely low, the authorities would not countenance increasing 
die liquidity of the banking system, and decided to raise the Bank 
Rate to 7 even at the expense of the government as a borrower. The 

1 After removal of the $4.76 peg in March 1919 the dollar rate had fallen to $4.02 in 
November. 
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authorities, viewing recent government borrowing as a tiresome source 
of inflation, felt that the large volume of Treasury Bills maturing week 
by week had forced their hands. The floating debt appeared a menace 
to the Bank’s independence of judgement, and the consequence was a 
resolution—ruling debt policy for twenty years—to reduce the floating 
debt whenever reasonable opportunity allowed. The background of this 
resolution was, it must be remembered, inflation, and there is substance 
—as has been all too clear in these last few years—in the view that 
high liquidity in the system is an impediment to control by the central 
bank. It was perhaps unfortunate that the twist given to debt policy by 
the inflationist experience of 1919-20 was followed by a long period in 
which deflation rather than inflation dogged the British economy. 

No sooner had the rate gone to 7 than the collapse of the boom 
became evident. But, unlike all previous occasions, Bank Rate was 
maintained at its extreme boom level until April 1921. This has never 
been satisfactorily explained, 1 and can only be ascribed to a desire to 
strengthen the dollar value of the pound at a time when the New York 
rediscount rate was also being maintained, equally in the face of slump¬ 
ing trade, at its peak of 7 per cent. The American authorities had not 
the excuse of aiming at a return to the gold standard. Against the British 
authorities the real criticism is that in the interests of a gold standard 
policy they were prepared to keep interest rates at boom levels while 
economic activity was spinning downwards. 2 Their action revealed, 
that is to say, how high a price they thought the gold standard worth. 
More charitably it may be urged that a weaker Bank Rate policy would 
have been taken as a sign that the British authorities were prepared to 
let the situation slip out of control with consequences parallel to those 
then being experienced by certain continental currencies. This episode, 
which I regard as one of the most questionable in the history of Bank 
Rate, has never come under the scrutiny of a public inquiry, and we 
must be cautious in claiming that one interpretation rather than the 
other does justice to the authorities of the time. Perhaps—as is most 
commonly the case—their motives were mixed: they sought to 
strengthen the pound, at the cost of economic distress, in order to get 
back to gold, and they were at the same time thinking of the disasters 
that would befall if they chose a less austere course. 

1 It is the subject of critical comment by Mr. Hawtrey in his Century of Bank Rate, 
p. 133. 

2 Bank Rate was brought down by J per cent, steps, beginning with the drop to 6} 
on 28 April 1921 and concluding with the drop to 3 (a high rate for deep depression) on 
13 July 1922. 
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Once we get into 1923, the course of Bank Rate is dominated by 
gold standard considerations: first, the effort to get back to gold at the 
old parity, and then, from April 1925 until September 1931, the struggle 
to maintain that parity. In a very broad way (I shall come back to the 
qualifications) we may say that Bank Rate policy in this period was 
substantially the policy of one man—Montagu Norman—who was 
able to carry his colleagues with him, and generally the government also, 
because his views, of the fundamental needs of the situation and of the 
significance of Bank Rate, were widely shared by those in authority. 
Before looking at any detail of the period, it is worth attending to 
Norman’s brief public utterances on the subject: they show a simpler 
theory than the Cunliffe Committee’s 1918 view of what Bank Rate is 
expected to do. Norman had, we must remember, been brought up in 
the Bank of England itself, while Keynes and Gregory, who were 
members of the Macmillan Committee, were, we might say, brought 
up on the Bank Rate doctrine of the Cunliffe Committee. What did 
Norman tell the Macmillan Committee in 1929? 

To Norman, Bank Rate was the instrument used for preserving the 
stock of gold—and thereby maintaining convertibility of the pound— 
and for that purpose it was effective. 1 Thus far his answers were com¬ 
pletely on all fours with those of his predecessors of twenty years 
earlier. 2 But the Macmillan Committee had been appointed partly because 
of beliefs that industry and trade had suffered from the rather high 
levels of Bank Rate during the previous five years, and Norman was 
pressed on this aspect as his predecessors had never been pressed. I iis 
attitude was that international circumstances had forced the British 
authorities to maintain a higher level of Bank Rate than they would 
have preferred. ‘We have been continuously under the harrow’, was 
his phrase. 3 He did not, however, regard the high rates as seriously 
damaging: the actual ill effects on the internal situation ‘were greatly 
exaggerated . . . much more psychological than real’. 4 Certainly these 
disadvantages w'ere not as weighty as were ‘the advantages to the 
external position’. 5 Finding that Norman was inclined to brush aside 
the ‘internal effects’ of Bank Rate, Keynes and others pressed him as 
to how Bank Rate contributed to the elimination of a fundamental 
disequilibrium. They put to him the Cunliffe view; he accepted it as 

1 Finance and Industry Cttee., Mins, of Ev., vol. i (1931), Non-Parl. Qns. 3324-6 
(26 March 1930). 

1 See above, p. Go. 

1 Qn- 33 * 9 - 4 Qn. 33 l8 - J Q n 333 *- 
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‘the orthodox theory’, more because he did not want to argue about 
it than because he thought it of any great importance . 1 Finding Norman 
reluctant to talk in general terms, the Committee proceeded to question 
him on the effects of the high Bank Rates of the late twenties. He 
continued anxious to stress the advantage the British economy had 
gained from external stability of the currency, but finally admitted that 
if Bank Rate had been lower ‘the internal situation would have been 
much easier’ 2 —there would have been less unemployment. 

Before commenting on these views, the actual course of Bank Rate 
will be reviewed. We begin at July 1923, when Bank Rate was taken 
out of its depression range, not because revival of activity had gone far 
but essentially for the strengthening of the foreign-exchange value of 
the pound. This had been falling, owing partly to the economic distur¬ 
bances associated with the occupation of the Ruhr, partly to the suspen¬ 
sion of American investment in Europe, and partly to the fall in 
commodity prices in the U.S.A. Bank Rate went to 4. Pressure on the 
foreign-exchange value of the pound continued for some months, but 
the Bank, though taking special action to hold market rate unusually 
close to Bank Rate, made no further change in Bank Rate itself. Its 
reluctance to do so is believed to have been due to a desire to avoid 
putting ammunition into the hands of those who were agitating against 
a return to the gold standard: it is to be remarked that Bank Rate had 
already reached the point (4) from which any further rise would have 
brought into operation the ‘Bank Rate formula’ now regulating 
interest charged on almost all*bank credit in the country. 

The rate of 4 was held through the rest of 1923 and throughout 1924, 
when the position was easier, thanks to improved international politi¬ 
cal conditions and a substantial flow of American capital into Europe. 
Early in 1925 strain reappeared, owing mainly to rising interest rates 
in New York. At the end of February the strain became so acute that 
the Governor raised the rate to 5, a move confirmed by the Court on 
5 March. This move has sometimes been thought a move preliminary to 
the return to the gold standard. So in one sense it was: the Bank might 
have been less reluctant to see the exchange slide back if there had been 
no determination (inside the Bank) to get the pound to $4.86. On the 
other hand, the fact that the Governor thought it necessary to raise 


' I should imagine that, as you have stated it, that is the orthodox theory, taking a long 
view, and as such I should subscribe to it—I could not dispute it with you’ (Qn. 3390). 
I wonder whether the emphasis was on the final ‘you’, which referred to Keynes? 

2 Qn. 3492. 
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the rate between Courts indicates how dangerous he thought the im¬ 
mediate situation. Once having gone up to 5, however, there was much 
to be said for leaving it at 5, until the gold standard was re-established, 
and this was done. The summer of 1925 did in fact prove a very diffi¬ 
cult period, with labour troubles at home and rising interest rates in 
New York. Nevertheless, and on a weakening exchange, Bank Rate was 
reduced to 4^ on 6 August and again, after deliberate measures to ease 
market rates, to 4 on 1 October. 4 proved untenable, and the Bank most 
unwillingly went back to 5 at the beginning of December. What appears 
to have happened is that the spell of 5 per cent, had attracted foreign 
funds to London and that, no substantial deflation having followed, 
the reserve position was at once weakened when the reduction of rates 
caused the withdrawal of the foreign funds. The episode may be repre¬ 
sented as one in which the Bank, possibly under some political pressure, 
went down from 5 to 4 as a counterblast to critics of the gold standard 
policy, and reverted to 5 only when the lower level proved absolutely 
untenable. There is no doubt at all that the Bank was very unwilling to 
go back to 5: the Deputy Governor’s evidence before the Macmillan 
Committee shows that this was another occasion, like the 1919-20 
episode, when the Bank considered itself forced to a rise in this rate by 
the unwillingness of the discount market to take up all the Treasury 
Bills. 1 

The 5 per cent, rate was successful in stopping the drain, and in 1926, 
when more funds came in from France, there w-ere high hopes of a 
lower rate. But the position w as touchy, and die Bank found it necessary 
to keep market rate close to Bank Rate if gold was not to go out. The 
General Strike in May further darkened prospects, but the Chancellor 
of the Exchequer (Churchill) hinted in his Budget Speech 2 that Bank 
Rate might go dowm as soon as the Coal Strike was over. The strike 
trailed on into the autumn, with substantial damage to the balance of 
payments, and the 5 per cent, rate remained. Indeed, after the turn of 
short money back to France from August onw-ards, the Bank only 
avoided going above 5 by keeping market rate close to Bank Rate. 


1 Qn. 7596* The market's attitude was due to its expectation of a rise in Rank Rate, 
the perfectly normal reaction to the heavy gold losses which had been allowed to reduce 
the cash base, so forcing the market into the Bank. (Cf. Hawtrcy, op. cit., pp. 135-7.) 
Hie Bank could have preserved the lower level of rates by adding to its securities—but 
this would probably have resulted in further heavy gold losses, which would eventually 
have forced Bank Rate up. The really significant point is that Harvey's evidence underlines 
the Bank's reluctance to raise the rate. 

1 House of Commons Debates , vol. 194, col. 1697 (26 April 1926). 
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When 1927 came in, things were looking altogether easier. With 
industry going ahead and a backlog of orders to be filled, the trade 
balance was unusually strong, while conditions in the U.S.A. allowed 
Governor Strong (New York) to participate in a concerted move by 
central bankers to get interest rates down. So on 21 April the Bank 
was at last able to get Bank Rate down to 4^. There was a difficult phase 
during the summer, but the Bank, by resorting to unusual arrangements 
with the discount market, got through the phase without moving Bank 
Rate. The market agreed to hold the rate steadily at 4§ on the under¬ 
standing that the Bank kept the official rate at 4J. When the autumn 
brought more American lending abroad and therefore easier conditions 
in London, the market rate was allowed to weaken. 

1928 and 1929 were dominated by the Wall Street boom. The ster¬ 
ling area was enjoying good markets for its exports, but the very high 
rates paid for short money in New York were a continual and powerful 
threat to London’s reserves. Through 1928 the Bank managed to hold on 
to its 4$ rate, operating constantly on the open market to keep market 
rate close upon the heels of Bank Rate. The Bank’s policy at this stage 
was to keep Bank Rate at 4I, which it then thought ‘inflicted no hard¬ 
ship on trade’. 1 But 1929 saw an even hotter pace in Wall Street, and 
on 7 February the Bank was forced to raise Bank Rate to 5L After say¬ 
ing that this was for immediate protection of its threatened reserve 
position, the Deputy Governor added, in his evidence two years later, 2 
* . . . and I will not say that there was not a hope in our minds that 
possibly our action might have some effect on sentiment in Wall Street’. 
Any effect of this kind was quickly submerged, and heavy gold losses 
continued. 

At this stage the Bank resorted to various unorthodox measures 3 in 
an effort to avoid further increases in Bank Rate. It paid premium 
prices for gold, and by unusual selectivity in the bills it would take from 
the market forced market rate actually above Bank Rate. On 25 July 
1929 the Chancellor of the Exchequer (now Snowden) had said that 
Bank Rate would not be raised, and when on 9 August the New York 
Federal Reserve Bank raised its rate to 6, the Bank made an official 
statement to the market that, provided market rate was kept firm, there 


1 Sir Ernest Harvey's evidence to die Macmillan Committee, 2 July 19 jo (Finance and 
Industry Cttce., Alins, of Ev. y Non-Parl. (1931), vol. ii, Qn. 7597). 

2 Qn. 7597 - 

J There had been precedents in the period 1890-1907 (see my Bank of England Opera - 
lions, iSyo-tpij, passim). 
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was no reason to raise the official rate. Gold continued to go out, the 
reserve falling to £133 millions, its lowest point since the return to 
the gold standard. On 20 September something like crisis conditions 
developed in London, on the disclosure of the Hatry frauds, and on the 
following Thursday, the Wall Street boom still continuing, Bank Rate 
was raised to 6|. This proved sufficient. Funds streamed into London 
on a sufficient scale to allow market rate to fall away, and at the end of 
October the Bank felt strong enough to reduce Bank Rate to 6. Then 
Wall Street crashed and New York rates tumbled down. 

The Bank proceeded in the next few weeks to reduce Bank Rate by 
the conventional steps of \ per cent., following market rate down. It 
took six months to get Bank Rate down from 6 to 3, the last step being 
concerted with other central banks. 1 The slowness with which the rate 
was brought down is probably to be associated with the fact that Paris 
was still taking gold from London, and there was no assurance that this 
drain was likely to come to an early end. Sir Ernest Harvey told the 
Macmillan Committee that the Bank’s policy had been 

to get rates down as rapidly as possible, partly so that trade should get the 
benefit of lower prices for credit, and partly with the idea of trying to stimu¬ 
late the demand for investment securities. We have, as you know, been 
interesting ourselves actively in the field ot rationalisation, but we have felt 
that if the best is to be got out of that policy it is necessary that we should get 
the investment market, if possible, into a condition in which it would be 
more likely to absorb sound industrial investments issued by concerns after 
they have been rationalised on a proper footing . 2 

This reference to the effect of cheaper money on what I larvey called 
‘the investment market’, by which he meant the market for long-term 
capital, is significant: but we must bew'arc of overrating its significance. 
The yields on long-term securities had not in fact moved greatly— 
through most of the period since 1925 the price of Consols had been 
within the range 54 to 57, and in the first five months after the Wall 
Street crash—the months in which Bank Rate was brought down from 
6 \ to 3$ per cent.—the price of Consols rose only from 54$ to 56. A 
fact highly relevant to the state of the new issue market was that after 
the collapse of the 1928 new issue boom—which had itself not been 
really favourable to investments of the class Harvey had in mind—there 
had been a long period of rising interest rates. Rising interest rates are 


1 In preparation for the issue of the fOo million Young Loan to Germany. 
a 2 July 1930 ( Mins . of Ev. t vol. li, Qn. 7597)* 
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in a sense worse for the new issue market than high rates, and Harvey 
wanted to shake off the falling trend of security prices. 

Through most of 1930 conditions were easy and Bank Rate remained 
for the rest of the year at 3, to which it had been reduced on 1 May. 
There were signs of difficulty from November onwards, particularly 
when American money began to be withdrawn from the Continent; 
the Bank reacted merely by stiffening market rate. The onset of the 
central European crisis in May found the Bank of England in an appar¬ 
ently strong position, and after the New York rate had been brought 
down to on 7 May the Bank brought its own rate down to 2J, on 
the 14th. Through June the German crisis, though doctored by impor¬ 
tant international co-operation, became increasingly threatening to Lon¬ 
don, but Bank Rate was held at 2 \ until heavy losses of gold had begun 
in mid-July. On 23 July Bank Rate was raised by a normal 1 per cent, 
step. As confidence in London was rapidly falling, this step proved in¬ 
effective, and a week later Bank Rate moved again—but only by £, to 4. 
Even after the first Paris and New York credits, for the defence of the 
pound, had been announced, the Bank waited until the normal Court 
day, 6 August, before raising Bank Rate, and again moved by only to 
4|* This level was not by any means a crisis level but it was, according 
to the Bank’s view, 1 the sticking point for home trade. Not until the 
departure from gold was announced, on 21 September, was the rate 
again moved, and then it was a crisis jump of it to 6. 

It is important to note that throughout the developing crisis of the 
summer the Bank abstained from really high rates which might conceiv¬ 
ably have encouraged confidence in the pound. When Bank Rate did 
go up, the rises were obviously reluctant, and there can be no doubt 
that the Bank was thinking both of the very depressed state of trade at 
home and of the harm that could be done in the world at large by 
rising rates of interest. It threw its weight quite deliberately on the 
side of easy money, but its own reserves were far too small to allow its 
policy to make much impression. 

Bank Rate was then held at the crisis level of 6 for five months. 
Serious doubts developed in December 1931, when the sterling-dollar 
rate fell to $3.20=;£i. This was probably due to the normal seasonal 
strain, coming as it did before there had been time for the determina¬ 
tion that inspired British policy to command substantial confidence 
abroad. There was talk in London of the desirability of a further sharp 
increase in Bank Rate—a spectacular move, perhaps to 10—to show 
1 In evidence to the Macmillan Committee {Miru. of Ev., vol. ii, Qn. 7597). 
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the world that London was prepared to preclude a currency collapse. 
It is possible that a sharp rise in Bank Rate w'ould have been interpreted 
in this way, but there was also the danger that it would be interpreted 
abroad as a panic step, and the plight of sterling would then have been 
worse than ever. Probably the safest way was to sit tight—the existing 
rate of 6 was, after all, a very high rate for a time of deep depression. 
Anyway, this was what the Bank did, and the event justified its course. 
Confidence in the pound was restored and in the early months of 1932 
the authorities were able to acquire sufficient foreign exchange to repay, 
in March and April 1932, the credits that had been obtained and used 
in August and September 1931. Until these credits were repaid, the Bank 
took the stiff line of preventing the influx of funds into London from 
exercising their normal effect of reducing market rates. But once the 
credits had been repaid, Bank Rate was brought down from 6 in mid- 
February to 2 at the end of June 1932. 1 There it stayed, though it was 
quite ineffective in the market sense, until the flurry of 1939 to which 
I have already referred. 

Looking back over the period 1919-32, it is clear that the majority 
of movements of Bank Rate were dictated by the external situation, 
and that the Bank through much of the period was trying to avoid 
movements that would disturb economic conditions at home. The only 
clear exceptions are the deflationary intentions of 1919-20 and the 
inflationary—or, perhaps I should say, reflationary—intentions in the 
winter of 1929-30. On the first of these occasions, 1919-20, a very high 
Bank Rate was employed, it was coupled with credit rationing, and by 
the time these measures were enforced the boom was already cracking. 
This exceptional experience throws little light on the utility of Bank 
Rate as a regulator of the structure of prices and incomes. The winter 
of 1929-30 was again a very exceptional phase. The Bank on this 
occasion was anxious to promote easier conditions for long-term invest¬ 
ment; all we can really say is that prosperity was running away so 
quickly that no interest-rate moves could easily catch it up, and that 
the international liquidity crisis was upon the world before the central 
bankers really had a chance. But even in these two exceptional episodes, 
when the Bank was trying to influence economic conditions at home, 
the movement of Bank Rate was also consistent, at any rate on a broad 
view, with the requirements of foreign-exchange policy. 

1 On the Bank’s operations in these months, see E. Nevin, ’The Origins of Cheap 
Money, 1931-32’, Economica (February 1933). N.s., vol. xx, no. 77, and chapter iii of his 
book, The Mechanism of Cheap Monty (Cardiff, 1955). 
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Throughout this period the Bank, whether we judge by its deeds or 
its words, reckoned that harm to home trade became serious only when 
Bank Rate rose above about 4^ per cent. Presumably this was based on 
a view, parallel to the pre-1914 view, that lending rates in the commer¬ 
cial banks were governed by Bank Rate only when the latter went into 
this higher range. It is a little surprising that 4! rather than 4 should 
have been taken as the critical level; but this is a period for which we 
lack firm evidence about overdraft rates, and the Bank of England 
presumably did ascertain the facts. The alternative explanation is that 
although Bank Rate clauses did begin to operate at a lower level (4 or 
even 3D the Bank thought a moderate rise in lending rates practically 
harmless to industry and trade. 

The latter explanation would, of course, be consistent with Montagu 
Norman’s view, quoted above, that lending rates really mattered very 
little to home industry and trade. I confess I do not know how strongly 
Norman felt this; possibly it was only his way of emphasizing that he 
thought the sacrifices worth while for the sake of that international 
monetary stability he valued so highly—and valued for its underlying 
help to British industry and trade. Certainly there are signs—particu¬ 
larly in the Deputy Governor’s later evidence to the Macmillan Com¬ 
mittee—that the Bank did attach importance to getting the whole 
structure of interest rates lowered in time of deep depression. 

In evaluating Bank Rate policy in this period it is important to re¬ 
member that the amount of London’s foreign lending was now a frac¬ 
tion of what it had been pre-1914. Even this reduced flow was not now 
regulated solely by Bank Rate: in every phase of serious strain the 
British authorities put other obstacles in the way of overseas lending. 
In doing so, they were avoiding the need for extreme movements of 
Bank Rate. Bank Rate had in short lost one of its most important pre¬ 
war functions. On the other hand, the volume of internationally mobile 
short-term funds was, it is generally supposed, greatly increased, and 
it was to regulate the movement of this body that the Bank of England 
was in fact chiefly using Bank Rate. 

All I will add, before going on to discuss events since 1932, is that 
perhaps Montagu Norman was right—that is to say, perhaps Bank Rate 
did not have any substantial direct effects on the level of economic 
activity at home. As the twenties went by, there was a gathering weight 
of opinion against even the moderately high levels to which Bank Rate 
was pushed (this was largely why the Macmillan Committee was 
appointed) and the gold standard policy was constantly criticized 
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because it was forcing these interest rates on the country. Norman’s 
reluctance to push Bank Rate above 4 \ was probably much influenced 
by this feeling. He did not want to present ammunition to the anti-gold- 
standard party. He may also have thought that, although moderately 
high rates made little impression on the level of activity, very high rates 
might be damaging. There is little sign that the Bank consciously used 
Bank Rate to force a deflation of the home price and income structure. 
Depression in the export trades and the competition of imports were 
the powerful deflationary forces at work; it was through these conditions 
rather than through high interest rates that the gold-standard policy 
was depressing the British economy. 

V 

From 1932 until the outbreak of the second war Bank Rate was held 
at 2 per cent., and it was in the market sense ineffective—that is to say, 
market rates of interest were allowed to stay unusually low in relation 
to the official rate. This policy was at first adopted for other reasons, 
but it was retained as a stimulant to trade revival. 1 Cheap money cer¬ 
tainly did stimulate British revival, particularly in the housing boom of 
the middle thirties and in disposing public utilities to embark upon 
more long-term developments. These effects were some measure of the 
restraint the higher interest rates of the nineteen-twenties had exercised, 
but in noting this we must remember that the stimulus came largely 
from the jerk downwards of long-term interest rates, and that it came 
only slowly. The experience of the thirties affords scant encouragement 
to a policy designed to get quick inflationary or deflationary effects by 
manipulation of short-term interest rates. 

During the second war monetary policy was dictated by the govern¬ 
ment’s borrowing needs. The structure of short-rates was based on a 
Treasury Bill rate which was pegged by official operations; Bank Rate 
itself became of no significance whatever. After the war, for a combina¬ 
tion of reasons, a similar policy was followed for some time, except 
that the short-rates were even lower than they had been during the war. 
From 1947 onwards long-term rates were allowed to rise, and did rise 
by more than 1 per cent, in a period of about three years. In a period of 
acute capital scarcity and official controls, this rise can have had scarcely 
any effect on the total of economic activity. Its principal importance 
was in heralding the change in monetary policy that began in Novem¬ 
ber 1951, without which it could not have been long sustained. 

1 Cf. Ncvin, Economica (February 1953), p. 37. 
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VI 

The changes in and since the autumn of 1951 are familiar, and I shall 
say no more about them than is relevant to the tradition of Bank Rate. 
In November 1951 steps were taken to remove the abnormal liquidity 
of the banking system, the selective credit controls were severely 
tightened, and the trading public was given a fright about the prospects 
for 1952. To these measures, all of which had some effect, the authorities 
added some curious manoeuvres about Bank Rate. The rate was nomi¬ 
nally raised from 2 to 2 J, and the authorities announced that they would 
no longer guarantee to keep the market rates for Treasury Bills down 
at a steady level: the market might be forced ‘into the Bank’ in the old 
way. But if the discount houses did come to the Bank, they would not 
have to borrow at § per cent, above Bank Rate, but at £ per cent, below 
Bank Rate. 1 In effect, while saying that open-market operations would 
no longer provide automatic protection for the discount houses, the 
authorities reduced the operative rate from 2 \ to 2. 2 Experience soon 
showed that even this meant very little: the authorities in fact gave the 
market so much help that the post-war system remained almost un¬ 
changed. The market rate for Treasury Bills remained, that is to say, ruled 
principally by the market lending rates—the call-loan rates—of the clear¬ 
ing banks. The clearing banks fixed their lending rates by agreement, 
and at levels desired by the authorities, far below the nominal Bank Rate. 

What, then, was the point of changing Bank Rate? There were two 
effects I have not yet mentioned. One was the publicity received in 
other financial centres. Bank Rate, because of London’s tradition, 
always has news value’ in financial centres throughout the world, and 
the pretence that it was being raised drew attention abroad, probably as 
no other step would have done, to the fact that England’s monetary 
policy was under review and to the possibility that London might 
after all be a worth-while home for short-term funds. Secondly, when 
Bank Rate was changed—the first move, apart from the 1939 crisis, for 

Before 1951 the custom was for the Bank to discount approved paper at Bank Rate, 
or to make advances, for a minimum of seven days, at $ per cent, above Bank Rate; in 
I_ 3 discounts were allowed according to the old rule, that is to say at Bank Rate, but 
the seven-day advances were allowed, on security of Treasury Bills only (not in practice 
a restrictive condition) at J per cent, below Bank Rate. In September 1953 the ‘Advances 
Rate' and Bank Rate were brought together. 

There is a theoretical simplification here. Under the old system a discount house 
could either rediscount at 2 per cent, or borrow at 2$ per cent.; for various reasons the 
practice was for the latter to be preferred. Under the new system there was no point in 
rediscounting at 2J per cent, when it was possible to borrow at 2 per cent.; the operative 
rate thus became 2 per cent, instead of the previous practical 2J (and theoretical 2 or 2$). 
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nineteen years—the commerical banks began to put ‘a Bank Rate clause’ 
back into their terms for lending to customers. While Bank Rate was 
only these clauses were in general inoperative, but they now re¬ 
appeared, so that when Bank Rate rose to higher levels the banks’ lend¬ 
ing rates would automatically rise. 

The authorities appear to have taken no special steps to see that the 
longer-term rates rose; but the reduction of bank liquidity and the 
general shock effect of the changes both operated in this direction. The 
yield on Consols rose from about 3-8 to about 4. In assessing the impor¬ 
tance of this, we must remember that the 3 *8 level, preceding the changes, 
itself depended on partial expectations that dearer money was on the 
way. 

In general, the money-market changes of November 1951 may be 
described as symbolical and preparatory. They were intended to give 
the world a shock, and they succeeded in this. They were intended also 
to prepare the way for a clearer move towards dearer money, should 
the authorities later decide on such a policy. For really deflationary 
effects the authorities still relied on the more direct controls and on 
exhortation. 

The change of March 1952 was more decisive. The foreign-exchange 
situation, if it was to be treated by the old medicine, demanded a sharp 
rise in Bank Rate. The City was talking of a 3* Bank Rate, but the 
authorities wanted to shock the world, so they had to go to 4. A jump 
of was the least that would have a shock effect. Incidentally, it was 
also the traditional minimum jump for a crisis; 1 per cent, would have 
been just an ordinary ‘Goschen’ move. The actual rediscount rate went 
up by the same step, to 3$. So did the clearing-banks’ call rate, and 
therefore the Treasury Bill rate. The yield on Consols went to 4^ and 
soon to 4^. And the newly furbished Bank Rate clauses made borrowing 
at the banks a little dearer (£ or 1 per cent.) for most customers. 

A movement of this magnitude was bound to have effect on inter¬ 
national opinion. There can be no doubt that the effect on London’s 
short-term position was appreciable. I know of no evidence that it had 
any direct effects in checking inflation at home, beyond those checks 
already operating under the measures adopted three or four months 
previously. But it did have one important effect on the general economic 
situation of the whole world. It encouraged a fashion for tighter and 
dearer money all over the world, and this probably played an impor¬ 
tant part in weakening world commodity prices in 195 2. This movement 
in world prices was very important for the British internal situation: 
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it temporarily intensified the depression of the textile industries, and it 
checked the rising cost of living which has always played an important 
part in wage-bargaining. In short, by encouraging tighter money in the 
world generally, London’s monetary policy gave a chance to the policy 
of ‘wage restraint’. It is worth remembering that the importance 
attached by the outside world to London’s Bank Rate gives the latter a 
power that can greatly exceed anything it can engineer directly at home. 

The two moves downward, in September 1953 and May 1954* are 
chiefly interesting for the evidence they afford of the ideas of die autho¬ 
rities. The total drop was not, of course, as large as appears at first sight, 
because in September 1953 the actual lender-of-last-resort rate at the 
Bank of England remained at 3^: Bank Rate simply came down to meet 
it. The Treasury Bill rate fell from 2*4 in August 1953 to i*6 in May 
1954, the yield on Consols fell to 4 in September 1953 and in mid-1954 
to 3!—below the level of November 1951. Some bank lending rates 
came down with the first move; the second found most such rates 
already at their floor. 

Why did the authorities thus bring down the rate when inflation at 
home was going ahead more rapidly than in 1952.‘ The balance of pay¬ 
ments was in rather better shape, but the reserves position condnued to 
be decidedly shaky; certainly there was no such improvement as to 
justify the return to cheap money in a period of rapid infladon. The 
answer is to be found, I believe, in the outside world. Reasonable 
confidence in the pound having been restored, relarive interest rates in 
New York and elsewhere were beginning to have their old relevance to 
London. Because of incipient U.S. depression, New York rates were 
tumbling, and the Treasury Bill rate in London (now the important 
rate for international short money) could come down unless London 
was to attract a large amount of mobile short money. For good reasons, 
the authorities did not at this juncture welcome a big influx of mobile 
money (I prefer not to call it hot money), and London rates had, there¬ 
fore, to come down. 

Towards the end of 1954, however, a movement of quite a different 
kind began. Fears of American depression had by now been allayed, 
but inflation in Britain, was persistent, if slow, and worries about the 
British balance of payments were revived. In these circumstances market 
fears of a forthcoming rise in Bank Rate led to a rise in market rates 
until they were much closer to Bank Rate than had lately been customary. 
Market anticipations proved correct, and on further evidence of the 
weakness of sterling—accompanied by the continuance of inflationary 
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wage-pressures—the Bank raised the rate by two steps, from 3 to 3$ 
late in January and from 3^ to 4^ in February. The second of these 
changes was accompanied by the announcement and the fact of official 
intervention in the principal markets for Transferable Sterling, and by 
new restrictions on hire-purchase credit. 

Though its direction was as expected, the | per cent, move in January 
was puzzling in its mildness. Its effect on the markets showed that it 
was scarcely even a confirmation of market anticipations. The second 
move, partly because of the accompanying intervention in Transferable 
Sterling and partly because it meant a higher Bank Rate than had been 
known since 1932, had an immediate effect on security markets. But 
even this effect tended to evaporate after a few' days and in spite of 
official action to keep short-rates close to Bank Rate, it was not until 
Budget Week in mid-April that the markets began to consider seriously 
the prospect of moderately dear money lasting over a considerable 
period. Meanwhile, the substantial gap now existing between London 
and North American rates on short money had attracted an appreciable 
flow of short money—generally with the protection of forward exchange 
cover—from North America to London. This flow' might have been 
larger but for its unfamiliarity; recently (April) it has tended to weaken 
as New York short-money rates have stiffened. 

To summarize the movements of 1953-5, one can say that the inter¬ 
national relationships of short-money rates appear to have reasserted 
themselves, that in 1953 and 1954 they appeared to be the dominant 
element in the behaviour of London’s Bank Rate, and that in 1955 the 
Bank of England has resumed the initiative by a sharp movement 
designed to strengthen the United Kingdom balance of payments when 
thisisbeingundermined by continuing inflation in the United Kingdom, 
But even in this latest phase the British authorities appear to have done 
nothing, or virtually nothing, to supplement the movement of short- 
money rates either by intervention in the long market or by explaining 
their intentions to the public.*The higher rates charged for medium-term 
and long-term loans to public authorities by the Public Works Loans 
Board have merely followed market movements rather more promptly 
than has sometimes happened in the past, and there has been no sign of 
any discouragement to the Building Societies in the latter’s efforts (not 
entirely successful) to hold down the rates at which they will lend on 
real-estate mortgages. In short, the authorities appear to have left the 
Bank Rate announcement to do all that is necessary, with scarcely more 
supporting action than was appropriate in the days when the important 



84 Bank Rate in the Twentieth Century 

effects were produced in, if not confined to, the immediate international 
capital situation. 

The inference is that they have either extraordinarily great faith in 
the power of Bank Rate to affect the general economic situation, or that 
they have very little confidence in such power but still regard Bank 
Rate as primarily a regulator of international capital movements. In the 
latter case—and if the view is correct—we have to rely mainly on the 
direct ‘income effects’ of changes in the balance of trade to keep the 
price-and-income structures of different countries reasonably in line 
with each other, while capital movements (influenced by Bank Rate 
policy) serve as cushions to absorb temporary divergences. Possibly this 
is how things have actually worked for a long time past. If so—and if 
we are to continue in such a world—Bank Rate changes may very well 
be left to filter slowly and imperfectly through to other parts of the 
capital market; and they may be properly left largely to Threadneedle 
Street without those time-consuming consultations in Whitehall for 
which we have sometimes had to wait. 

I confess that, although I find this a plausible line of argument, I 
should be reluctant to base on it any great faith in the international 
stability of sterling. My confidence in sterling would be greater on the 
alternative assumption—that changes in Bank Rate have appreciable 
effect on the internal economic situation. But on this alternative assump¬ 
tion, should not a greater effort be made to secure, and secure quickly, 
the desired results? Many British economists would argue that Bank 
Rate can have little relevance to the investment-savings relation; but we 
have yet to see a whole-hearted effort to get results in this direction. If 
there is to be reasonably quick and sizeable effect, the Bank of England 
with the full support of the government should strive for the maximum 
change in interest rates and in the availability of credit throughout the 
system. In part this is a matter of monetary mechanics; but an essential 
prerequisite is a little plain speaking from the Bank. If I may be allowed 
a little hyperbole, I would say that the authorities have hitherto been 
acting as though Bank Rate is a technical matter of little interest outside 
the high temples of the City of London. A convertible pound at a stable 
$2.80 may require something more than this. 
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The Variation of Cash Reserve 

Requirements' 

C ommenting, in his recent Stamp Memorial Lecture, 2 on the 
lack of clarity and coherence in British official monetary policy, Sir 
Theodore Gregory pointed, with implicit approval, to ‘Variable 
Reserve Ratios’ as a central banking weapon alternative 1:0 the unhandy 
4 Voluntary Credit Restraint’ implemented since the war under guidance 
from the Chancellor of the Exchequer. The suggestion that this new¬ 
comer to the armoury of central banks might be adopted by the Mother 
of central banks herself makes a brief survey of its origins timely. 

The story of this development in central banking springs from the 
more fundamental notion that compulsory reserves for the commercial 
banks, held as balances at the central bank, are essential to control of 
the commercial banks by the central bank. Originally these bankers’ 
balances were established, in the older banking systems, to ensure 
liquidity: they were cash reserves, of a convenient kind, held to safe¬ 
guard the public’s right to exchange its bank deposits ror cash. Because 
of this, and because Time Deposits are supposed (nor altogether 
realistically) to be less likely to occasion sudden demands for cash, the 
ratios borne by commercial banks’ reserves to their deposit liabilities 
differed according to whether the liabilities were time or sight liabili¬ 
ties: the U.S.A. banking laws, for example, prescribe higher ratios of 
compulsory reserves against Demand Deposits than against Time 
Deposits. There has been a suggestion that this differentiation between 
reserves against demand deposits and reserves against time deposits is 
useful because the high ratios imposed for demand deposits check more 
powerfully the expansion of those deposits which are most active and 
therefore most prone to encourage inflation. This is little better than a 

' This Note, not previously published, draws largely on E. A. Goldenweiser, American 
Monetary Policy (New York, 1951), on an article in the Monthly Review of tile Federal 
Reserve Dank of New York (October 1955), and on *> study prepared by the Economic 
Policy Commission of the American Bankers’ Association. 

1 The Present Position of Central Banks , by Sir Theodore Gregory (University of 
London, The Athlone Press, 1955), p. 21. 
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rationalization of a discrimination that originated in quite different 
arguments; it does not seem to have been found very convincing, for 
the most recent tendency has been for a single flat ratio to be prescribed 
against all deposits. The old discriminatory scale of ratios remain* 
effective, however, in the U.S.A. and in many other countries, and there 
have been recent cases of its adoption. It occasions minor complication 
of the central bank’s task, but nothing worse. 

The possibility of varying the prescribed ratio, and therefore the 
willingness of the banks to lend to customers, solely for the purpose 
of checking an inflationary or deflationary situation, seems to have 
occurred first to American authorities in or about 1917. Conditions in 
the middle period of the European war occasioned a large influx of 
gold, so creating excess reserves in the member banks at a time when 
activity in the United States -was already booming and inflationary con¬ 
ditions called for restraint rather than further expansion of bank credit. 
In its Report on the year I9i6 ! the Board mentioned various proposals 
for amendment of the law prescribing reserve ratios and made the point 
that the incidental effect of absorbing some excess reserves would be 
useful at that particular juncture. Owing to the opposition of member 
banks, who justifiably argued the inequity of a measure that would 
affect their own earning capacity while non-member banks escaped, no 
revolutionary change was made. Although the minor changes actually 
made by amendment of the Federal Reserve Act in June 1917 did 
operate in the right direction, 1 2 no power to vary reserve ratios was then 
established. The idea was next taken up by Keynes, whose Treatise on 
Money (1930) included one of the first systematic discussions of central 
banking, a discussion in which emphasis was placed on the cash ratios 
as the link between the central bank’s operations and the ability of the 
commercial banks to lend. Keynes was attracted by the possibility of 
varying cash ratios as a method more direct than open-market opera¬ 
tions, but he saw more important advantage in the possibility of using 
this method when the central bank had insufficient securities to absorb, 
by their sale, excess reserves of the commercial banks. Reviewing the 
Bank of England’s powers, he suggested that the Bank of England 
should have power to vary the cash ratios of the banks, between 10 and 
20 per cent, against Demand Deposits (Current Accounts) and between 

1 jrd Annual Report of the Federal Reserve Board , pp. 22-27 (64th Congress, 2nd 
Session, Doc. 1888). 

2 4th Annual Report of the Federal Reserve Board , p. 12 (65 th Congress. 2nd Session, 

Doc. 771). 
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o and 6 per cent, against Time Deposits (Deposit Accounts). 1 The 
Macmillan Committee, reporting in 1931, recommended 2 that the cash 
ratio (i.e. the usual single ratio relating to all deposits together) should 
be varied within narrow limits, the variation being ‘probably . . . quite 
small on any one occasion’. The Committee stated that a measure 
of this kind would be advantageous having regard to the fact that in its 
open-market operations ‘the Bank of England is somewhat narrowly 
limited by custom in the classes of securities it can buy and sell’. The 
recommendation has not been accepted; it would have involved a 
major breach with the tradition that the Bank of England takes advan¬ 
tage of conventions evolved by the practices of other financial institu¬ 
tions but does not impose new conventions. The circumstances of the 
period following the Macmillan Report did not call for action in this 
direction; but even when, in post-war years, the authorities had to face 
an inflationary situation with excess liquidity in the banks, there was no 
revival of the Macmillan Committee’s proposals. 

In the United States, however, the new idea had been taken up and 
soon found its way to the statute book. In 1933, when die Thomas 
Amendment was before Congress, there were fears that its reflationary 
measures (including the devaluation of the dollar and increases in the 
supply of money) might be too successful. If this fear should be justified 
by the event, it was argued, the Federal Reserve System would perhaps 
not be able to sell securities on a scale sufficient to absorb the surplus 
liquidity which, from being a source of salvation, would have become 
a source of inflationary danger. Clauses were therefore included, in this 
emergency legislation, enabling the Board to raise or lower reserve 
requirements in emergencies, subject to the President’s approval. 

This new power, though it had not yet been exercised, was reviewed 
when in 1935 the emergency measures generally were superseded by the 
permanent Banking Act. The case for continuing the new powers had 
meanwhile been underlined by the huge gold imports of 1934, for 
these had created excess reserves far beyond the capacity of the Federal 
Reserve System to absorb by open-market operations. Reflection had 
also suggested the inappropriateness of the limitation to ‘emergencies’ 
and the need for reference to the President. The invocation of emer¬ 
gency legislation, it has often been pointed our, is one of the surest 
ways of creating an emergency; and by 1935 President Roosevelt had 
also shown that it was no easier to get a problem on to his desk than on 

1 Treatise on Money , ii. 77, 260-1. 

* Finance and Industry Cttee., Rep. (Cmd. 3897) (1931), pp. 159-60. 
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to the desk of any other head of a state. For these reasons the new 
power was embodied in the 1935 Act, freed from the conditions about 
Presidential reference and emergency declaration. At the same dme, in 
deference to the commercial banks who saw in these powers a threat to 
their profit-earning capacity, uppe limits were imposed: the Board 
was empowered to increase the ratios up to twice the maxima imposed 
by the Federal Reserve Act (as amended in 1917). The declared inten¬ 
tion of the 1935 action was to give the Federal Reserve Board a usable 
method for tackling a situation of surplus liquidity when open-market 
operations failed to meet the situation. 

It was precisely in this spirit that the power was first exercised, in 
1:936-7. The continued influx of gold had inflated excess reserves. As 
long as extreme depression continued, these excess reserves were an 
influence for the good; but in 1936 trade became more active and the 
Federal Reserve Board’ therefore thought fit to use the new weapon in 
order to bring excess reserves down to a manageable level. The action 
taken did not put an end to cheap money; there was no intention that it 
should do so. 1 The action was simply to put the System into a position 
in w'hich it could bring the more conventional weapons to bear, if the 
increase in economic activity should threaten to get out of hand. 
Actually the abruptness of the increases in reserve ratios was criticized 
as being partly responsible for the downturn of bond prices and even 
for the trade recession that developed in 1937-8. At this stage (April 
1938) the System made some slight reduction in the ratios, as ‘part of 
the program ... for the encouragement of business recovery’. This use 
of the new powder as an instrument of short-run credit control was 
beyond what had originally been contemplated, and post-war pursuit 
of this precedent, especially when the upward movements have mili¬ 
tated against banking profits, have been criticized as action not war¬ 
ranted by the intentions of the enabling legislation. 

During the war the new weapon was not further exercised; it was 
not appropriate to the policy of keeping the market just sufficiently 
absorbent to finance the government deficit without disturbance of 
interest rates. Then until the famous 1951 Accord, the Federal Reserve 
System used the weapon (its powers being specially extended in 1948- 
9) more freely than before; apparently the Board believed that the varia¬ 
tion of reserve ratios could achieve more than open-market operations 
when the latter were emasculated by the pegging of interest rates. Since 
the 1951 Accord freed the Board from its fetters it has been argued that 

1 Goldenweiser, op. dt., pp. 177 ff. 
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the System, being abundantly supplied with government securities, can 
absorb any excess liquidity by selling these securities, and that therefore 
it should refrain from further variation of reserve ratios, except to 
bring them down again, as opportunity offers, to ‘more normal levels’. 

The ‘more normal levels’ are of course those closer to the reserve 
ratios thought proper as the commercial banks’ contributions to a 
central reserve system: this is the way the creators of the Federal 
Reserve System would have looked at the question, and it has advan¬ 
tage in directing attention to the profit issue which is much in the 
minds of bankers when they discuss this new weapon. For an artificially 
high cash-ratio apparently implies artificial restriction of the com¬ 
mercial bankers’ incomes. If with a normal cash reserve of 10 against 
deposits of 100 the banks hold excess reserves equal to 10, they consider 
themselves entitled to increase their profits when opportunity allows an 
increase in their earning assets; if by a stroke of the pen the compulsory 
cash-ratio is raised from 10 to 20, they are deprived of the possibility 
of increasing income, and by a method that by its abruptness has a 
peculiarly arbitrary look. It is easy to exaggerate the degree of depri¬ 
vation, for it must be assumed that the deposit total of 100 is thought 
right by the central bank, and that it would certainly have, by one 
means or another, prevented deposits from rising to 200 (and therefore 
of the banks’ earning assets from 80 to 180). But there remains some 
deprivation of profit-opportunity. The central bank’s aim, if achieved 
by open-market operations, would result in the cash reserves of the 
commercial banks being reduced to 10. Their earning assets should 
ultimately be increased from 80 to 90, leaving the liquidity of the public 
exactly as it was originally; but this final stage of the adjustment (the 
acquisition by die banks of additional earning assets, to) comes 
about only as the banks think additional earning assets attractive. 
What the banks lose is dius the earning capacity (which they would 
sooner or later have exploited) of 10. 

To be deprived of this earning-capacity (a deprivation that would 
become real only after some little time) might not be considered a 
serious objection if it came after an expansionist period in which bank 
deposits had been increasing. But the fact that it is enforced by a stroke 
of the pen does make it look somewhat harsh. More importantly, if 
opportunity does not soon occur to allow reduction of die cash ratio, the 
banks will have lost much potential expansion of earning power. For any 
subsequent increase of 100 in a bank’s deposits will allow only 80 
instead of 90 to be added to the earning assets. If the volume of money 
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drifts upward over time, either the amount of work the banker does is 
likely to increase or the value of money will be falling: in either event, 
his total money costs tend to rise, though in the latter case this is due 
only to the inflation. In either event it is a little hard on the banker that 
his cash reserve should be held indefinitely at a high level; in an infla¬ 
tionary situation, justice would be done if, pari passu with rising 
bankers’ costs, the abnormally high cash were allowed to fall while the 
central bank sold securities, in effect to the commercial banks. By this 
process income would in effect be transferred from the central bank to 
the commercial banks. On the other hand, when a war or other extra¬ 
ordinary' event leads to an increase in bank deposits temporarily out of 
all proportion to the level of prices and costs, equity demands the high 
cash-ratios that in effect retain the benefits in the hands of the central 
bank. 

There is thus some substance in the bankers’ dislike of the reserve 
variation weapon, though not when this weapon is confined to short- 
period service as an alternative to open-market operations. For short- 
period purposes the usefulness of the weapon may be enhanced by its 
‘shock effect’. The publicity necessarily involved in its exercise, and 
the immediate impact upon every bank in the country, can help to 
achieve the objects of the central bank. The effect on the banker’s 
reserve position is known at once and if (as is likely where banks are 
many and varied) excess reserves are unevenly spread, some banks will 
be obliged to respond very quickly. 1 

The advantages of the new weapon wherever—as is the case in most 
countries—the inadequacy of markets stands in the way of open- 
market operations has now been widely recognized. Many countries 
have adopted it, at least to the extent of embodying it in the charters of 
their central banks. In 1936 New Zealand took the formal step, and was 
soon followed by Ecuador and Venezuela. In the forties it became 
almost common form in new central banking laws, especially in South 
America and Asia. Since the war, further additions to the list have 
included West Germany and Canada; the number of countries having 
some such arrangements, whether by statute or agreement, is now 27. 
Several have exercised the weapon. Notably in New Zealand, where the 
raising of the rediscount rate would have been practically meaningless 
in an excess-reserves situation, the excess reserves have been practically 
eliminated by successive rises in the compulsory cash-ratios, an aim 

1 The risk that some banks may be affected to an undesirable degree is sometimes 
provided for by allowing differential increases for different classes of banks. 
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impossible of realization by open-market operations. In such circum¬ 
stances the power to vary reserve ratios can fairly be described as 
vital, for without it central banking would, at least over long periods, 
be farcical. 

In England there is no specific statutory power, though the point is 
adequately covered by the general power of direction included in the 
Bank Act of 1946. On the face of it, the case for compulsory action 
looks extremely weak. The banks being few and homogeneous (in 
contrast to those in the United States), the effects of open-market 
operations are quickly and evenly distributed through the banks; and 
there are good markets in which the central bank can operate. The 
existence of these good markets is revelant also to the reaction of 
the commercial banks to an enforced increase in their liquid reserves, 1 
in that the banks could unload investments as an alternative to re¬ 
ducing advances to customers. While sales of investments by the 
banks would serve to reinforce any rise in interest rates desired by 
the authorities, there would be no automatic compression of bank 
advances. In countries where there are not good security markets, 
direct variation of bank reserve ratios is a sensible way of forcing 
the banks to reduce their advances; in England this object, if it is 
desired, must be tackled more directly. Similarly, if the London 
authorities are aiming at higher interest rates, they should go about 
the business by the direct methods appropriate to a system in which 
markets are active. The variation of liquidity ratios, far from tying 
the hands of the commercial banks, would leave them free to make 
the choice between higher interest rates and tighter bank credit. This 
is a choice that ought to be made in Threadneedle Street; but the 
hesitations of English monetary policy in 1954-6 make one wonder 
whether the authorities really have confidence that markets could stand 
massive official operations, and if there is anything in this suspicion, 
perhaps the Old Lady of Threadneedle Street ought to take a lesson 
from some of her younger sisters. If every possible pressure is to be 
applied, every possible weapon is worthy of consideration. 

1 In England ihc ratio to be varied would be not the cash-ratio but the liquid-assets 
ratio (the ‘)o per cent, ratio’), since this is now ihc critical ratio for the purpose of 
controlling the activities of the commercial banks. 
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The Determination of the Volume of 
Bank Deposits: England 1955-6 1 2 3 

1 

T he conditions determining the volume of bank deposits have 
been the subject of much attention in economic literature, par¬ 
ticularly during the present century. Two circumstances, how¬ 
ever, make a detailed restatement necessary. First, an eminent Italian 
economist has charged English economists—notably Keynes and 
Robertson—with error, at least in emphasis, in their neglect of the 
part played by the public in determining the volume of deposits. 
Secondly, there has been an important change in English monetary 
institutions, a change which has deprived the cash-ratio of its useful¬ 
ness as a major hinge in the argument. It has become necessary to restate 
the matter in terms reflecting the behaviour of the English banking 
system in 1955— 

Professor Amadeo Gambino’s criticism of the analysis which may 
now be described as the traditional English analysis is available to 
English readers in his article, ‘Money Supply and Interest Rates in 
Recent Macro-Economic Conceptions’, in no. 30 (September 1954) 
of the Quarterly Review of the Banca Nazionale del Lavoro. z This 
article was prompted by, and is critical of, a recent article by Professor 
Erich Schneider, 4 and in developing his criticism Gambino charges 
English economists, primarily Keynes and Robertson, with misunder¬ 
standing die influence of the public in determining the volume of 


1 Reprinted from the Quarterly Review of the Banca Nazionale del Lavoro (Rome), 
Dec. 1955. 

2 In the period 1939-51, and to some extent in 1932-9, the framework had already 
moved somewhat from that in which the supply of cash could be considered as the central 
governing factor; in 1951-4 there was further change, in that the system of supplying cash 
at a fixed price was qualified. Only in 1955 did the determining factors assume the form 
described in the present paper. 

3 See also his La Copertura del Depositi ( Bancaria y Rome, 1952). 

4 ‘Interesse e Quantity di Moneta nella Teoria Economica della Formazione del Reddito*, 
L\Industria (1954), no. 1. 
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deposits. 1 The burden of his argument is that the public can vary its 
relative demand for cash, and that to assume away such variation in a 
ceteris paribus clause is to ignore a factor shown by his statistical 
analysis (for Italy and the U.S.A.) to be important. Schneider has made 
a further contribution, including a statistical analysis of recent con¬ 
ditions in Western Germany, in his article, ‘The Determinants of the 
Commercial Banks’ Credit Potential in a Mixed Money System.’ 2 In 
the present paper 1 shall comment briefly, in the light of recent English 
conditions, on Gambino’s insistence on the influence of the public in 
determining the volume of deposits, and I shall explain in some detail 
the influence of the English financial institutions as they currently 
operate. 3 

II 

A bank creates a deposit—i.e. enters in its books a credit balance in 
favour of a customer—in return for any asset it accepts from another 
party, whether this asset is cash, a government security, or the promise 
of a customer to repay a loan. Cash includes balances accruing to it 
through the bankers’ clearing house, and the smaller is a single bank in 
relation to the clearing banks in total, the greater will be the proportion 
of its deposit-creation that is offered in return for accretions of cash 
as contrasted with the bank’s lending operations; a full explanation of 
deposit-creation in a multi-bank system has therefore to take into 
account the genesis of clearing-house balances, and this has been done 
in die classic accounts of Crick and others. 4 In accepting cash, whether 
directly from a member of the public or through a favourable balance 
at the clearing house, a bank is passive. 5 (It was this passivity that 

1 In referring to followers of the tradition, Professor Gambmo has (note 6 on p. 115) 
cited myself as ‘a typical case* and quoted a passage which he finds unsatisfactory. 
I accept his implication of vagueness, I plead that I was trying to give, in elementary terms, 
an explanation of the main factors in a system that was in process of change; and I ofTer 
the present paper in atonement. 

2 Quarterly Review of the Banca Nazionale del Lavoro y no. 34 (Sept. 1955). 

1 I emphasize that the account given in the remainder of this paper relates to current 
English conditions, which are certain to change—if experience is any guide, to change 
rapidly. In preparing this account, I have been greatly helped by Sir Dennis Robertson, 
Mr. R. F. Henderson, Professor H. Johnson, Mr. W. T. Newlyn, Professor B. Tew, 
Mr. R. Alford, and others, who commented on an earlier draft. 

4 W. h • Crick, * The Genesis of Bank Deposits', Economica (June, 1927) (reprinted on 
pp. 4 *-5 3 of Readings in Monetary Theory (A.E.A. Series, London, 1952). Cf. J. M. 
Keynes, Treatise on Money , i. 23-30. 

5 Banks need not be entirely passive: they may (as banks in most countries do) compete 
actively for savings deposits. As a matter of deliberate policy, the English banks refrain 
from such competition with other financial institutions. 
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used to make it difficult for bankers and others (including Edwin 
Cannan) to accept die doctrine that ‘banks create deposits.) When 
cash comes to a bank through the clearing house, there is usually a 
corresponding loss of cash by other banks, and corresponding reduc¬ 
tion of deposits in other banks, so diat no increase in the total of de¬ 
posits arises. 1 To this rule however there is an important exception: 
die banks as a w'hole may have a credit balance at the clearing house, 
because the central bank has been acquiring assets—gold, foreign 
exchange, or securities. In this way the central bank creates cash, and 
the public adds to its holding of bank deposits an amount equal to the 
newly created cash. The total of bank deposits can also be increased by 
the public’s reducing its holding of cash (notes and coin); this kind 
of deposit-creation (in which the banks are passive) has apparently 
been of great importance in post-w'ar Italy, and Professor Gambino’s 
complaint against English writers is essentially that they have ignored 
it, or treated it too lightly. 

The proximate sources of increase in the total of bank deposits, 
referred to up to this point, may be summarized thus: 

1. The public may choose to hold less cash and more bank deposits. 

2. The banks may add to their earning assets, w'hether by the pur¬ 
chase of bonds or by making advances to customers. 

3. The central bank may purchase securities, foreign exchange, or 
gold from the public. 

Increases in deposits originating in 2 or 3 may eventually, through their 
effects on the liquidity of the economy, on spending capacity and so on 
the level of prices and money incomes, occasion some rise in the public’s 
cash requirements. Unless additional cash is created by the central 
bank to meet this need, there must be some contraction in bank 
deposits; this second-round change in the volume of deposits is most 
unlikely to be as large as the initial increase in deposits. How important 
this repercussion in the banking system is, and how important the first 
of the three changes listed above is likely to be, both depend upon the 
importance of notes in circulation relatively to bank deposits, and upon 
the stability of the public’s habits in the use of notes. If the public is 
accustomed to holding large amounts of notes as a store of value, and 
if savings deposits, an alternative store of value, are important in the 
banking system, substantial variation in die total of bank deposits can 
occur independently of any initiative on the part of the banks. Such 

1 In this sentence and through die remainder of this section, ‘die banks' means the 
trading banks to the exclusion of the central bank. 
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a change could occur, for example, through the shrinkage of black 
markets, which notoriously prefer notes;.or as the result of an increase 
of confidence in the banks. It could even be a symptom of increasing 
confidence in the value of money, notes being easier than savings 
deposits to use in the market whenever opportunity arises to acquire 
assets more stable than any kind of money. Since 1945 conditions in 
Italy have probably been particularly propitious for variations of these 
kinds, and the initiative of the public has accordingly been peculiarly 
influential in governing the volume of bank deposits. 

Even in England the public’s demand for notes relatively to other 
forms of money has shown appreciable fluctuations. The jump in the 
circulation, relatively both to bank deposits and to national income, 
between pre-war and post-war is well known, as is the failure of the 
proportion to return to its old level: the change is to be associated with 
full employment, which has allowed workers to establish the habit of 
continuous holding of comfortable cash balances. There was also a 
sharp relative drop in notes between 1947 and 1948, possibly to be 
associated with the diminution of certain black market activities. In the 
years 1951-5 the notes have once more gained in relative popularity; 
this may be associated with the stiffening of turnover charges levied by 
the banks on their customers, and perhaps with the rise in interest 
rates which has tended to restrain the growth of deposits (but not of 
notes) to match the rising national income. 1 All these changes have 
occurred without disturbance to the banking system and have been 
scarcely noticed by anyone except die technicians directly involved, 
and this unobtrusiveness has been due to the ability and willingness of 
the English monetary authorities to neutralize these movements as well 
as the big weekly and seasonal movements in the public’s desire to hold 
notes and coin. English economists can admit that their books have 


1 I am indebted to Professor H. Johnson for the following figures: 

Notes and Coin in Circulation (including bank holdings) 
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not discussed such situations and can allow that these situations have 
had more significance in the recent monetary history of certain coun¬ 
tries; and they may still leave them aside—as I propose to do—as 
unimportant niceties when they proceed to analyse the current English 
position. 

Ill 

In current English circumstances, the volume of deposits depends 
upon the actions and reactions of four parties: 

1. The Bank of England acting in conjunction with the Treasury 
and various government ‘funds’; these, following current English 
usage, I shall refer to as ‘the authorities*. 

2. The London clearing banks; these I refer to as ‘the banks’. 

3. The discount houses. 

4. The public, including banks outside the clearing (‘the outside 
banks’) and all other financial institutions. 1 

The assets and liabilities of these four parties have, for this purpose, 
to be classified into: 

(a) Cash. 

(h) Treasury Bills and government bonds short enough to be held 
by the discount houses. 

(c) Call loans by the banks to the discount houses. 

(</) Government bonds held by the banks in their investment port¬ 
folios, but too long to be held by the discount houses (five years 
is the present dividing line). 

00 Bank deposits. 

(/) Bank advances. 

(g) All odier assets. 

(a) Cash is a creation of the authorities, and is held by the banks (as an 
8 per cent, ‘reserve’ against deposits), and by the public, but not by the dis¬ 
count houses. 

(£) Treasury Bills and other money-market assets 'are held not only by 
the discount houses, but also by the banks and by the public. Assets in this 
class are created by the authorities; by selling them to other pardes, the 
authorities destroy cash, and vice versa. 

00 Only the banks (as creditors) and the discount houses (as debtors) 
are directly concerned with call money. 

1 These outside banks include the Scottish banks. In view of the differences between 
these banks and the London clearing banks, Scotland is for our present purpose to be 
regarded as separate from England (in which I include Wales); Scotland is in fact an inner 
Sterling Area country. 
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(</) Bonds having more than five years to run to redemption are not held 
by the discount houses (with an unimportant qualification); their distribution 
between banks and the public is variable, though the banks have inhibitions 
affecting their dealings in these securities, particularly those which are long 
dated. The authorities both buy and sell, creating or destroying cash as they 
do so. 

(e) Bank deposits, liabilities of the banks and assets of the public, are not 
held significantly either by the authorities or by the discount houses. 

(/) Advances by the banks to their customers are assets of the banks, 
liabilities of the public. 

( g ) AH other assets include all other forms of wealth, including securities 
(other than those classed under (£) and (c) above), real estate, goods, &c. 


In tabular form we may summarize aS follows (L standing for 
Liability, A for Asset): 



Authorities 

Banks 

Discount 

houses 

The 

Public 

Cash ..... 

L 

A 

• 0 

A 

Bills and short bonds . 

L 

A 

A 

A 

Call Money. 

• 0 

A 

L 

0 0 

Medium and long bonds 

L 

A 

• • 

A 

Bank deposits 

• 0 

L 

• 0 

A 

Bank advances 

0 0 

A 

0 0 

L 


‘All other assets’, ( g ) above, are excluded from this table as, with 
unimportant exceptions, the three monetary bodies (Authorities, Banks, 
and Discount houses) are not involved. Certain minor complications 
have been ignored: 

1. The Bank of England has some private customers, and therefore has 
deposit liabilities to the public and makes advances to the public. 

2. The banks hold a small proportion of bonds (e.g. public utility bonds) 
other than their United Kingdom government bonds, among their ‘Invest¬ 
ments’. 

3. The banks and the discount houses, as well as outside banks included in 
‘The Public’, hold small amounts of ordinary bills of exchange. 

4. The discount houses draw some call money from outside banks and 
other financial institutions here included in ‘The Public’. This 'outside 
money’ may amount to as much as one-half of their total call money, and its 
movements are important to the discount market though not to the main 
purpose of the present study. 

5. Some call money may go to stock-jobbers, who are included in ‘The 
Public’. 


W30 
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The ‘outside banks’—i.e. those not members of the London Bankers’ 
Clearing House—also have some deposit liabilities to the public and 
make advances; nevertheless they are not, in the following analysis, 
treated as banks, but are included along with other financial institutions 
in ‘The Public’. This does not mean that their behaviour has no mone¬ 
tary significance; on the contrary, like other financial institutions and 
like individuals they may affect the situation by changing the liquidity 
distribution of their assets. They are excluded from the category ‘the 
banks’ because the London clearing banks alone follow the fairly rigid 
liquidity rules described below, and the weight of these domestic 
banks, operating according to these rules, renders them predominant 
in the determination of the volume of bank deposits which is perhaps 
the most important single factor operating on the liquidity situation 
of the economy. 

Subject to the qualifications referred to in Section II above, 1 the 
volume of deposits depends upon the action of the banks in acquiring 
(or disposing of) earning assets. The assets that can ordinarily be 
depended upon to yield additional income at the highest rates are 
advances to customers and government bonds; among the latter, the 
long-term and medium-term bonds must normally be regarded as the 
most dependable earners. 2 Provided that attractive opportunities to 
add to the total of these assets exist, the banks will in fact add to them— 
and so to the volume of deposits, whenever they feel able to reduce 
the proportion of their more liquid assets. This gives us four relevant 
factors: 

1. the banks’ opportunities to lend to customers; 

2. the banks’ view of the bond market; 

3. the conventions about liquidity ratios; and 

4. the supply of liquid assets for the banks. 

Until 1951, and only in less degree until 1955, the banks had for a 
long time been so glutted with liquidity that they felt under no com¬ 
pulsion, other than the qualitative control imposed by official requests, 

1 I refer to the authorities’ operations in securities as well as shifts in public preferences 
between cash and deposits. 

2 Short-term rates can be, and sometimes are, higher than yields on long-term securities, 
but in ordinary circumstances this can occur only when there is expectation that short¬ 
term rates are going to fall. Even in this case the long bond is likely to be preferred as an 
income-earner, the short being preferred only if the bank wishes to maintain the strength 
of its liquid assets. Professor Tew has reminded me that theoretically long-term assets 
could be so scarce in relation to investors’ preferences that the long-term rates could be 
forced below the short-rates. 
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to refuse to lend to good banking borrowers. In the early post-war 
years, indeed, the pressure of liquidity was so strong that the banks 
tended to broaden their notions of what constituted a good banking 
borrower, and they also tended—at least between each of the various 
reiterations by successive Chancellors—to broaden their interpretation 
of what lending was comformable with government requests. Under 
these conditions, the total of Bank Advances was essentially demand- 
determined, subject to an underlying tendency, originating on the 
supply side, to grow as the years went by. Bank Advances grew, that is 
to say, both because the highly liquid banks welcomed with open arms 
the increasing demand and because, in their anxiety to lend more, they 
broadened their views about what was eligible business. Even when 
liquidity considerations early in 1955 checked the growth of Advances- 
plus-Investments, the banks still wished, for profit and goodwill 
reasons, 1 to continue to meet the expanding demand for Advances. 
Their wish to do this was so strong that they were willing to sell 
securities in order to meet the rising demand for Advances, and they 
might well have continued to follow this course, even at the price of 
forcing bond prices down against themselves, if the authorities had 
not in July stepped in with their fiat restricting Advances. 2 At the begin¬ 
ning of 1956 the position is that the banks are under official compulsion 
(notwithstanding the absence of statutory direction) to reduce the total 
of Advances. 

During the years of excess liquidity, while the banks were disposed 
to increase their Advances whenever reasonable opportunity offered, 
their attitude towards their holdings of government bonds was some¬ 
what different. The income that could be drawn from these securities 
was attractive, though appreciably lower than that on Advances. On 
the other hand, owing mainly to certain accounting conventions, the 
banks were fearful of capital depreciation if, as seemed likely, rates of 
interest rose appreciably within the lifetimes of the bonds. Given these 
conflicting considerations, the tendency of English bankers after the 
failure (1947) of the Dalton experiment, and while their liquidity 
continued to be abnormally high, was to hold their investment port¬ 
folios more or less stationary in absolute amount. They did tend to 
shorten somewhat the average life and, contrary to earlier traditions, 

1 Advances normally yield appreciably high interest rates than do government securities, 
and the banker's willingness to lend to his customers is a very important element in the 
goodwill that maintains the volume of his business generally. 

1 This point was suggested to me by Mr. R. F. Henderson in his comments on my 
earlier draft. 
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to divest themselves entirely of undated stocks; these changes were 
however changes in the composidon rather than in the size of port¬ 
folios. In these circumstances the atdtude towards bonds was a factor 
tending to hold the aggregate of deposits where it was, and the only 
important factor making for change in this aggregate was the growing 
demand for Bank Advances. 1 

In the autumn of 1951 the banks were submitted to a forced funding 
operation: this simultaneously jerked their investment totals up and 
eliminated most of the remaining excess of liquid assets. The accom¬ 
panying changes in monetary policy forced long-term rates of interest 
up, but forced the short-rates (including the rates on Bank Advances) 
to rise even more, so that the relative attractions of bonds as bankers’ 
assets were greatly reduced. In these circumstances the bankers were 
shaken out of their unwillingness to change their investment totals, 
and notably in the first'half of 1955 considered the bond portfolios 
much more readily compressible than the total of Advances. 

IV 

In the previous section we have seen how in the years before 1951 
the attitudes of the bankers towards both investments and advances 
were highly coloured by the abnormal liquidity of those years, and 
that in both directions they have been compelled to be more restrictive 
since liquidity declined. We must now become precise about the liqui¬ 
dity of die banks, and explain the conditions in which the banks are 
forced by insufficient liquidity to restrict their totals of investments and 
advances. TWo ‘liquidity ratios’ have to be considered: the cash-ratio 
and the liquid-assets ratio. 

Since 1946 the cash-ratio has been held, on a weekly basis and 
avowedly without window-dressing, at 8 per cent. 2 The liquid-assets 
ratio, though loose forms of it have a long tradition behind them, has 
become an accepted rule only in the last quarter of a century, and an 
acknowledged rule only in the last few years. Indeed, it is believed that 
it became a matter of official guidance only in 1955. It remains less 
rigid, in the sense that a considerable seasonal variation is tolerated, 3 

1 During part of this period (1947-51), the authorities somewhat reduced the supply 
of Treasury Bills. This movement was not large enough to remove all the surplus liquidity 
of the banks, and was therefore not a restraining factor, but it did mean that total deposits 
rose rather less than total advances rose. 

2 Mr. E. Nevin has shown, in an unpublished paper, that there is still a small swelling 
of the cash-ratio in the banks’ statements; the bankers continue to insist that this is not 
intended. 

3 The seasonal variation in the liquid-assets ratio is akin to the tolerated daily variation 
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and the level appropriate to any particular season is not put at a precise 
figure parallel to the 8 per cent, for the cash-ratio. The position is 
broadly that the seasonal minimum (in the first quarter of the calendar 
year) 1 must not fall below about 30 per cent.: hence common reference 
to it as ‘the 30 per cent, ratio’. In current conditions it is this 30 per 
cent, rule and not the conventional cash-ratio that appears the limit¬ 
ing factor in the creation of bank deposits. 

The cash-ratio has lost its former sharpness as a controller of the 
supply of money because for many years now the Bank of England has 
more or less automatically kept the market supplied with just that 
amount of cash required to maintain the banks’ cash-ratios at 8 per cent, 
of their deposits, and both banks and discount houses have become 
less sensitive to the appearance of a shortage of cash. The cash-creating 
function of the Bank of England has lost something of the purely 
mechanical quality it had from 1940 to 1951; but it has not gone back 
to the traditional practice of gold-standard days. Cash is required for 
the public and for bank reserves; none is held by the discount houses, 
but these form the channel thiough which the banks keep themselves 
supplied with sufficient cash to maintain their reserves at the agreed 
8 per cent, of deposits. The Bank of England always provides just 
enough cash, one way or another, to allow the discount houses to 
balance their books (i.e. to have zero cash after borrowing all they can 
from the banks). And everybody knows that, because the banks must 
have the cash, it will be forthcoming. No sense of strain in the cash 
position develops to the point of directly provoking a restriction of 
credit. 

In gold-standard days of long ago, the system was different in sev eral 
respects. The banks’ cash-ratios were compressible (especially with 
the help of window-dressing) 2 so that a decline in cash relatively to 
deposits did not immediately bring into operation the lender of last 
resort. On the other hand, pressure severe enough to force resort to 
the lender of last resort was viewed much more seriously, partly 
because it was evidence of extreme shortage and partly because the 
behaviour of the lender of last resort was known to depend on the state 
of its gold reserve. And when the market took a serious view of the 

in the cash-ratio; the latter variation does not appear in the published statistics because 
the monthly statements refer always to Wednesdays. 

1 This well-known seasonal movement is due to heavy collection of taxes during 
January and February of each year. 

2 Other factors responsible for the compressibility of the cash-ratio were the absence 
of any officially agreed view and the greater weight of ‘outside banks* in the market. 
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situation, it had one method of restricting credit in its own hands: it 
would reduce the amount of bills of exchange it was willing to discount 
(bills of exchange, drawn by traders for financing trade in goods, were 
then a large proportion of the bill market’s portfolios). The banks—at 
least those in the City of London—would also be scared into measures 
of restraint. This is a highly simplified picture, and it is a long time 
since conditions were at all close to this; but it will be apparent that in 
such conditions the cash base was a very important factor in direct 
regulation of the state of credit. Gradually conditions have changed, 
in more ways than one, 1 and in the years 1940-51 resort to the Bank 
of England became so completely innocuous for everybody that short¬ 
age of cash ceased to have any power directly to influence the state of 
credit. 

The position in 1955-6 is in this respect little different from that of 
the preceding years. The cash-ratio is virtually incompressible and 
variations in the cash supply are continuous, so that the Bank of Eng¬ 
land is constantly having to operate. But whereas in 1940-51 the Bank 
of England operated only ‘at market rates’ through its operator in the 
market ( the back door’), it now reserves the right to, and frequently 
does, close the back door, so forcing the discount houses to borrow 
at Bank Rate, in its Discount Office (‘the front door’). By the extent to 
which it forces the discount houses to come to the front door, the 
Bank influences the level of market rate in relation to Bank Rate; thus 
by fixing Bank Rate and by its market operations the Bank virtually 
fixes the level of market rates. 2 If it wants market rate to rise, it relieves 
the market less frequently through the back door so that the penalty 
Bank Rate is more frequently imposed 3 and if necessary the Bank raises 
Bank Rate itself. In these conditions the Bank of England remains, as 
in 1940—51, passive in deciding the amount of cash: the cash is simply 
fitted to the total of bank deposits coupled with the requirements of the 
public for circulation. The Bank does, however, in effect fix the terms 
on which just the required amount of cash gets into the market. The 
consequent behaviour of the market rate for Treasury bills influences 

The great decline in the use of bills of exchange is an important part of the story. 

rhe Bank can of course ease the process of getting market rate to the level it desires, 
by giving some indication to the discount houses. It is understood that in present cir¬ 
cumstances the Bank does not actually tell the market what it thinks the rate should be. 

Mt is perhaps necessary to add that the Bank of England’s task in estimating the 
market s position (a necessary preliminary to the step of forcing its view on the market) 
is by no means easy. Besides internal movements of cash, which can be quite erratic. 

international movements of funds into and out of London can obscure the situation of the 
market. 
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the attitude of the banks and the public towards bonds. 1 A tendency 
of market rate to rise is likely to encourage a bearish attitude all round. 
If this results in a fall of bond prices without any redistribution of 
holdings, there is no effect on the volume of bank deposits. If, on the 
other hand, the banks reduce their portfolios by sales to the public, 
deposits are reduced by that amount, 2 and there will be a release of 
cash (equal to 8 per cent, of the fall in deposits) by the banks to the 
discount market, which the Bank of England must mop up if the market 
rate of discount is to be held at its new level. The borrowing public 
may also be affected by a change in market rates of interest—both bill 
rates and rates charged on bank advances (‘overdraft rates’); to the small 
extent that this occurs, rates further influence the total of deposits. 

Thus the amount of cash created by the Bank of England is a pas¬ 
sive element in the situation, though the terms on which it is made 
available can have repercussions on the volume of bank deposits. The 
system works not by a volume of bank deposits and of cash being 
determined as desirable, but rather by the authorities choosing a 
structure of interest rates and making the cash fit that structure. 3 Their 
power over the cash position is of course the sanction which makes the 
enforcement of a given structure of interest rates possible: in this sense 
the traditional analysis is as sound as ever. 

1 These terms can theoretically influence the si/e of the portfolio (bills plus bonds) 
held by tlic discount house. This influence is not important at present, because the discount 
houses, making a running profit on bills, hold as large a total as they can finance, while they 
arc unwilling to add to their bonds (from fear of future losses) and cannot afford to accept 
the realization of present book losses by selling bonds; the size of their portfolios is 
moreover limited by relation to their own capital resources, on a scale sanctioned by the 
Bank of England. In the old conditions, a movement of rates (and particularly resort to 
borrowing at the Bank of England's penalty rate) could have big effects on the discount 
houses' portfolios, which then consisted of commercial rather than government paper. 

2 As Mr. R. F. Henderson has pointed out to me, the repercussion of the assumed fall 
in bond prices on the markets for bonds and shares is likely to be more complex, and the 
effects upon the volume of deposits also more complex, than is assumed in the above 
paragraph. There I have assumed that the bonds sold by the banks are purchased by the 
public in exchange for deposits; but the fall in Stock Exchange prices is likely also to cause 
firms who were about to make issues of share or loan capital to defer their issues, financing 
themselves meanwhile by prolongation of their borrowings from the banks. To the extent 
that this happens (and there are other possible variants) the banks w ill in effect have ex¬ 
changed bonds for advances, among their assets, and the deposits will not fall; only when 
the firms succeed in making their issues and repaying their bank advances will deposits 
fall. 

2 Tltis is not one of the eternal verities. There is nothing but their own choice to 
prevent the authorities from working things the other way round: i.e. they could choose 
the cash base and total of deposits and allow interest rates to fit themselves to those quanti¬ 
ties. In so far as the authorities are now fixing the total of advances, they are limiting their 
freedom to influence the structure of interest rates. 
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V 

Because it is always held at or very close to 8 per cent., the cash-ratio 
goes virtually ignored in most current discussions of the banking 
position. The liquid-assets ratio appears now to be regarded not as the 
secondary but as the primary liquidity ratio; it is by forcing this ratio 
down towards the critical 30 per cent, figure that the authorities have 
lately forced the banks to reduce their total of investments and ad¬ 
vances. The next stage of our analysis must therefore reveal what 
circumstances tend to raise or depress the volume of liquid assets held 
by the banks; since the banks can always turn bills or call money into 
cash, or vice versa, it is their total of bills and call money that we have 
to regard as the crucial factor. (The distribution of the total between 
bills and call money is irrelevant for our purposes: call money simply 
represents bills held at one remove.) 

If the liquid assets of the banks are to be reduced, there must be: 

either (1) absorption of Treasury bills and/or short bonds by the 
public, in replacement of matured bills formerly held by the 
banks, or bills or bonds held by the discount market; 

or (2) use by the authorities of receipts from the public to pay off 
Treasury' bills and/or short bonds. 

Each of these courses involves reduction of bank deposits and the 
banks’ liquid assets by equal absolute amounts, implying a reduction 
of the ratio liquid-assets/bank-deposits. 

To induce (1)—the absorption of short government paper by the 
public—the authorities can force up the market rate of discount on 
Treasury bills and the yields on short bonds by forcing the market 
into the Bank more frequently or by other hints to the market. The 
relationship of these short interest rates to the bankers’ deposit rate 
is the relevant factor here. Until 1954 the deposit rate was little below 
the other short-rates, and shifts from time deposits to bills and bonds 
were unimportant; since 1954 the bill and bond rates have been 
seriously competitive with the deposit rate for temporarily idle funds 
of large corporations. This mechanism hinges, it should be noted, upon 
the bankers’ current agreement upon a single deposit rate which is, for 
good reason, substantially below Bunk Rate. 1 


1 The rate at which the discount houses will discount good bills of exchange must 
ordinarily be below Bank Rate; this sets a limit to the extent to which bank overdraft 
rates can be above Bank Rate; and the banks must, in order to make their living, have a 
sufficient margin between their deposit rate and their overdraft rates. 
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For method (2) above—net redemption of Treasury bills and/or 
short bonds by the authorities—the authorities must in some way 
obtain disposal of deposits owned by the public. They can achieve this 
by running a surplus on current account (taxation exceeding govern¬ 
ment expenditure), or by depleting gold or foreign exchange reserves, 
or by selling long bonds to the public. The first and second of these 
normally occur as the result of other government policies current 
policies on taxation and expenditure, and the exchange rate decisions 
on which will normally be taken without regard to short-run effects 
upon the money market. The third course—the ‘funding of National 
Debt—can also be followed for reasons independent of short-run 
money-market effects, but in the inflationary world in which we live 
the tendency is to fund debt primarily for the purpose of reducing the 
liquidity of the economy. 

When deposits are in any of these ways put into the hands of the 
authorities, the banks find their total of liquid assets depleted by the 
same amount as their total deposit liabilities are reduced. Initially this 
fall in liquid assets occurs through a transfer from ‘Bankers Deposits 
to ‘Public Deposits’ (i.e. government balances) at the Bank of England; 
but banks immediately redress the extraordinary scarcity of cash by 
operations in the discount market, whereby the banks restore their 
8 per cent, cash-ratio. They do so, however, at the expense of 
their proportions of bills and call money: the fall in the total of 
liquid assets of the banks remains equal in absolute amount to the fall 
in their deposit liabilities to the public. The liquid-assets ratio is thus 
reduced. 

When, by the operation of any of these factors, the banks find their 
liquid-assets ratio reduced to a level regarded as uncomfortably low, 
having regard to the season of the year, they have to take steps to re¬ 
dress the position by reducing their investments and/or their advances. 
These operations themselves reduce the volume of deposits. The 
upshot of the efforts by the authorities is therefore a multiple reduction 
of deposits: the reduction that occurs as the authorities absorb de¬ 
posits in exchange for taxation liabilities, foreign exchange, or bonds, 
and the secondary reduction due to the banks reactions to the decline 
in their liquid-assets ratio. If at the outset the ratio was already at 30 
per cent., and the banks re-establish that ratio, the total fall in deposits 
must (ignoring certain minor repercussions) equal ten-thirds of the 
initial government surplus, depletion of exchange reserves, or sale of 
bonds to the public. 
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VI 

To summarize, we may list the factors most directly relevant to the 
determination of the volume of bank deposits: 

1. The level of prices and the volume of business activity. 

2. The public’s inclination to hold cash. 

3. The public’s inclination to use bank advances. 

4. The banks’ willingness to make advances (in the sense of the 

standards they require of borrowers). 

5. The banks’ willingness to hold bonds. 

6. The banks’ ideas about the proper ratio of ‘liquid assets’ to 

deposits. 

7. The banks’ ideas about their cash-ratios. 

8. The public’s willingness to hold bills and bonds. 

9. The government’s budgetary position. 

10. The government’s foreign-exchange policy and the resultant 
changes in exchange reserves. 

.11. The inclination of the authorities to fund or unfund debt 
(strictly, to lengthen or shorten the average life of outstand¬ 
ing dated securities). 

12. The authorities’ willingness to create cash, and the price at which 
they make the marginal requirements of cash available. 

Of these lactors, 9, 10, 11, and 12 are all matter of direct decision 
by the authorities, though 9 and 10 normally, and 11 sometimes, are 
settled by reference to circumstances other than effects upon the mone¬ 
tary' situation. It is within the power of the authorities to act directly 
on 4, as they have done ever since the war, and especially in 1955-6; 
it is also within their power to act directly on 5, as they did in 1951 and 

* 95 *. They can also decide 7, as they have done since 1945, and 6, as 
they are understood to do in 1955-6. 

Dus leaves 1, 2, 3, and 8 as the factor upon which the authorities 
cannot operate directly; but all these, and sometimes 5 and even 4 as 
well, are subject to influence by the structure of interest rates, which the 
authorities can influence in a number of ways, especially by their 
decision on 11 (debt-funding) and 12 (Bank Rate and discount- 
market policy). To influence is not to determine, and the authorities 
have to accept a certain independence in the determination of prices, 
economic activity, public demand tor liquidity, and so on; the options 
open to the authorities are limited by such conditions. The authorities 
may choose the general level of interest rates, and the structure of 
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rates, and the more effective is their control over financial institutions, 
the wider is their range of options, particularly in choosing a structure 
of interest rates. But in making these choices they are depriving them¬ 
selves of the choice of the level of deposits and the maturity-distribu¬ 
tion of the government debt. Alternatively, they may choose the level 
of deposits and the maturity-distribution of government debt and leave 
interest rates to take care of themselves. That the authorities can choose 
interest rates or the supply of money but cannot choose both inde¬ 
pendently of each other, is a conclusion familiar enough and, unlike 
the descriptive paragraphs of this paper, is one of the eternal verities. 

Which they should choose—which way they should work is of 
course another question. Mr Newlyn has recently suggested that the 
important choice is that of the supply of money, by which he means 
the total of deposits plus cash in circulation. 1 There is evidence that 
during 1955—6 the immediate objects of choice have been a certain level 
of short interest rates and an appreciable compression of the total of 
Bank Advances, leaving the total of deposits, and perhaps also the levels 
of longer interest rates, to take care of themselves. In this limited sense 
the public rather than the authorities at present chooses the volume 
of bank deposits, but it is not a useful sense, and the process certainly 
cannot be called a ‘determination’ of the total of deposits by the public. 

1 See his articles, ‘The Credit Squeeze in the Light of Basic Principles', The Bankers' 
Magazine (London, Oct. and Nov. 1955)- 
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These three lectures were given in April ic>56 in Cairo as the Commemoration 
Lectures sponsored by the National Bank of Egypt. They were printed for private 
circulation by the Bank. 

The first reviews the development of opinion on the question, Are central banks 
universally necessary? The second discusses the importance of the central bank as a 
banker to the public , to the government, and to banks and other financial institutions. 

In the third the technique of control by central banks is discussed in the context of the 
conditions and problems of underdeveloped countries. 

A. ARE CENTRAL BANKS UNIVERSALLY NECESSARY? 

T hroughout the years I have devoted to the study of monetary 
questions—and my lifetime practically coincides with the period 
over which central banking has been consciously discussed—I 
have always been able to find some thoughtful men to argue that central 
banks had no place outside the international financial centres. They 
have not always been the same men nor, what is more surprising, have 
they been drawn from the same circles. Sometimes in the past, and 
certainly in recent years, the politicians and the bankers have taken 
opposite sides. A question of economic organization on which bankers 
and politicians hold opposing views is one on which an academic view 
has an unusual opportunity, an unusual responsibility. The conflict 
of opinion has to be resolved somehow or other: every country has 
to make up its mind whether it wants a central bank and, if so, what 
purpose this institution is to serve. An independent analysis may help 
to resolve the differences. 

I have put the question in the form, Are central banks universally 
necessary? The practical question turns on the word universally. The 
need for central banks in the major financial centres of the world is 
now generally accepted, but whether a central bank should be estab¬ 
lished in every' independent political unit is very much an open ques¬ 
tion. Many bankers, central bankers among them, say ‘No’, but the 
politicians of countries at present without central banks are inclined 
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to insist that their countries ought to have such institutions, and that thei r 
absence leaves their countries unreasonably subject to foreign influence. 
This conflict of view is a quite recent development: in the nineteen- 
twenties the leading central bankers of the world favoured the establish¬ 
ment of more central banks in order to protect the value of money from 
the short-sighted behaviour of the politicians. In the nineteen-fifties, by 
contrast, the bankers fear that the politicians would use central banks 
to the detriment of monetary stability, while the politicians suspect 
that without a central bank a country’s interest may be sacrificed to the 
interests of foreign bankers. Obviously at the bottom of this reversal 
of position there is a change in the relation between central banks and 
governments, but the complexion of the problem has also been changed 
by some confusion of ideas about what a central bank ought to do. It is 
therefore worth reviewing the nature of central banking in a general 
way. 

In the nineteen-twenties the functions of central banks were authori¬ 
tatively described many times, especially in the course of the review of 
monetary institutions incidental to the restoration of the gold standard 
in that decade. Among these descriptions, one may be quoted as both 
typical and particularly authoritative. This was how Montagu Norman, 
giving evidence before the Royal Commission on Indian Currency and 
Finance, 1 described the duties of a central bank: 

It should have the sole right of note issue; it should be the channel, and the 
sole channel, for the output and intake of legal tender currency. It should be 
the holder of all the Government balances; the holder of all the reserves of 
the other banks and branches of banks in the country. It should be the agent, 
so to speak, through which the financial operations at home and abroad of the 
Government would be performed. It would further be the duty of the centra 
bank to effect, so far as it could, suitable contraction and suitable expansion, 
in addition to aiming generally at stability, and to maintain that stability 
within as well as without. When necessary it would be the ultimate source 
from which emergency credit might be obtained in the form of rediscounting 
of approved bills, or advances on approved short securities, or government 
paper. 

Many points in this description would give a clue to the speaker s 
identity, and still more to the decade in which it was spoken. The 
central bank’s duties as described here have a close similarity to those 
of the Bank of England, but there is no slavish parallel. Montagu 

• Royal Commission, Mins, of Ev. t vol. v (1926), Non-Parl. Qn. 14571. 
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Norman was deliberately leaving aside the oddities and anomalies 
inherited by the twentieth-century Bank, but he did phrase the really 
important matters in terms most obviously applicable to a major 
financial centre. The most characteristic phrase in the whole description 
is, ‘to maintain that stability within as well as without’. Norman meant 
by this that the central bank should maintain the gold standard, and that 
it should give the internal economy the maximum stability consistent 
with maintenance of the gold standard; but I suspect that he meant a 
little more than this, and that he was thinking also of what central 
bankers might do, by international co-operation, to add to the stability 
of the international value of gold. For he was not looking at the res¬ 
toration of the gold standard in a narrow way; he believed that its 
contribution to world prosperity could be enhanced if the world’s 
central bankers made some effort to concert their policies. 

I have seized upon this phrase about ‘stability within as well as 
without’ partly because it is so highly characteristic of the man, but 
also because only by elaborating it could I bring out the tacit assump¬ 
tion of a gold-standard policy. (You may have noticed that the word 
‘gold’ does not occur in Norman’s description.) In all these discussions 
the desirability of the gold standard was taken for granted, and it was 
for the sake of their usefulness in running a gold-standard world that 
central banks were wanted in the nineteen-twenties. We have left the 
gold standard, as such, behind, but we still attach high value to stability 
of the foreign exchanges, and in these conditions the relevance of central 
banking is almost what it was in a straight gold-standard world. And 
when, at the Brussels Conference of 1920, the international experts 
envisaged a world of foreign exchange stability, they were able to 
persuade their political chiefs to resolve, as part of the Conference’s 
programme for the restoration of international monetary order, that 
‘In countries where there is no central bank, one should be established.’ 
No qualification, you will notice, excluding Nigeria or Ceylon or 
Paraguay; just a straight universal rule: ‘In countries where there is no 
central bank, one should be established.’ 

The central banks then favoured were intended to influence the 
national economy (in pursuit of ‘stability within as well as without’) 
by regulating the supply of money. It was for this reason that Montagu 
Norman specified that the central bank should have the monopoly of 
legal-tender currency and should be the ultimate source of‘emergency 
credit’, whilst some of the other specified duties would also have some 
incidental usefulness in this matter. This stress upon regulation of the 
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supply of money came, from the circumstances of the time, almost to 
monopolize attention. In the inflationist Europe of 1920 it was im¬ 
mensely important that someone should advocate care in the issue of 
notes. But it did happen that the apostles were either English or were 
ready to accept views that were coloured by English institutions. The 
central business of regulating the supply of money therefore came 
to be thought of in terms of English technique. The Bank of England 
became almost a pattern, sometimes directly, sometimes indirectly 
through its influence on American views of the technique of central 
banking. It happened that England had a highly developed banking 
system, in which the functioning of the central bank as a bankers bank 
seemed to have become almost mechanical and the regulation of the 
supply of money a mechanical process linked to the gold standard by 
the rate of interest. Willingness of the central bank to act as lender of 
last resort was recognized as fundamental, being the condition of 
stability of cash-ratios in the member banks. That the central bank s 
work as a lender might have other influence was overlooked. 

This view of the functions of a central bank was, I have suggested, 
partly due to a tendency to look to the Bank of England as a pattern. 
It also derived force from the dominant theory of the working of the 
international gold standard. Although some of the economists were 
always careful to mention what we call the income effects of changes 
in international trade, the main emphasis was on the monetary mechan¬ 
ism. A country with an adverse balance tended to lose gold, and to 
be brought back into equilibrium largely by the diminution of the 
supply of money and the rise in interest rates that w'ere the proper 
consequences of the loss of gold. The business of the central bank was 
to see that these monetary effects came about w henever the international 
unbalance was of a fundamental nature; equally—and here was at once 
the opportunity and the snare of central banking the central bank 
should prevent the gold flow from disturbing the internal situation if 
the international unbalance was purely temporary. Its business w as thus 
essentially an exercise of discretion in deciding how the supply of 
money and the interest rate should behave. I he attraction of the Bank 
Rate weapon, you will remember, was that it w'as ‘a delicate and beauti¬ 
ful instrument’, the use of which w'as appropriate whichever way a 

situation was eventually diagnosed. 

All this theory of central banking was being worked out and much 
discussed throughout the nineteen-twenties, and you will find it most 
fully expounded in Keynes’s Treatise on Money published at the end of 
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the decade. There the rate of interest had a key position, and the central 
bankers duty was to influence the rate of interest, which he was enabled 
to do by his power to control the supply of money. The approach was 
essentially a quantitative approach, and die central banker did his 
really important work if he regulated the quantities in the light of suc¬ 
cessful diagnosis. 

Given this view, the central bank was desirable because it could hope 
to make the international gold standard work more smoothly, and to 
do this it needed the power to control the supply of money. The 
foundation of the Bank of England’s control of the supply of money was 
well understood, and it therefore seemed appropriate that new central 
banks should be endowed with similar powers. The duty to act as 
lender of last resort, the publication of a rediscount rate, and open- 
market operations were the critical points in a central bank’s charter: 
given these, it would have control of the supply of money and could 
operate on discount rates in the interest of ‘stability within as well as 
without’. Monopoly of legal tender currency could have importance 
in underlining control of the total money-supply, while other 
functions—as banker to the government, for example—also had 
their uses. Even the holding of reserve balances for the member 
banks had the advantage of enabling the central bank to pay its 
way. But the all-important points were that the central bank should be 
lender of last resort at a published rediscount rate of its own choos¬ 
ing, and that it should be able to buy and sell securities in the open 
market. 

So much for the theory, which you can find embodied more or less 
clearly in the charters of central banks established or rechartered in the 
inter-war period. It was always open to the objection that it assumed 
that central bankers would be right more often than wrong in their 
diagnosis, and when the Great Depression came many voices cried out 
against the pitfalls; some theorists went as far as to argue that the world 
would do better without the ‘offsetting’ operations of the central 
bankers. The growing doubt that eventually checked the multiplication 
of central banks was, however, not this questioning of the basic theory 
but rather reflection upon the experience of some of the infants. In one 
country after another open-market operations were just a dream, 
because there w'as no market in which to operate. The member banks 
were powerful institutions; many of them were free to draw upon their 
own offices in the world’s leading financial centres and never needed 
to go near the central bank, whose rediscount rate remained completely 
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inoperative, published in the pious hope that someone would sometimes 
notice what it was. The central banker sat in splendid isolation, 
twiddling his thumbs. 

While experience seemed to show that the monetary structure of 
a country often gave a central bank little chance to exercise any real 
power, doubts were ?lso arising about the importance, in some of these 
countries, of manipulation of discount rates and of the quantity of 
money. Previously stress had been laid on the part played by monetary 
policy in causing changes in a country’s price-and-income structure: 
gold flows resulting from adverse balances were supposed to show 
bankers the red light, and it was their consequential action that was 
supposed to restore equilibrium. But economic experience in many of 
these countries served to emphasize the part played by direct income 
adjustments (internal income adjustments following a collapse of export 
incomes, for example), and to minimize the part played by positive 
monetary action. True, the commercial bankers could make things 
worse, and a central bank might be useful in steadying the situation; 
but the central bank could not enjoy a pivotal position in which its 
discount rate and open-market operations would be of critical impor¬ 
tance. Perhaps, after all, the idleness of these central banks did not matter 
greatly, but if so, were they not luxuries that small or poor countries 
could not afford ? 

I have put the argument in an exaggerated form. There were always 
useful things for a central bank to do: it could look after the note-issue, 
it could be the government’s banker, and so on. But these tasks, useful 
as they were, were not the central bank’s raison d’eire y and they could 
be—and sometimes were—efficiently undertaken by others. So in the 
nineteen-thirties, although some of the gaps in the rank of central 
banks were filled, the desirability of filling remaining gaps was not as 
readily accepted. The Brussels Resolution of 1920 would not have 
been repeated—not, at any rate, without substantial qualification — 
seventeen or eighteen years’ later. 

This w'as not, however, the end of the story. Notwithstanding the 
sense of impotence that new' central banks experienced when they 
thought of discount rates and open-market operations, many claim 
that the infant central banks have been doing useful work, and voices 
have been raised in favour of new central banks in territories appar¬ 
ently even less suitable for their conventional functioning. The break¬ 
up of the international gold standard in the early thirties left govern¬ 
ments with the responsibility of thinking afresh, and thinking more or 

4930 


1 



114 Central Banking in Underdeveloped Countries 

less continually, about foreign-exchange policy, and central bankers, 
however idle they may have been in their non-existent money markets, 
have been extremely useful as advisers on these matters and as the 
technicians who could conveniently undertake foreign-exchange opera¬ 
tions. Similarly the financial problems of the war period afforded 
opportunity for the central bankers to make themselves useful, if only 
as technical advisers. The importance of central bankers for these pur¬ 
poses of war and peace gave them a prestige they had lacked, and so 
helped to give them a more practical influence in internal financial 
matters where they had earlier been powerless. 

There have also been political factors in certain countries, giving 
force to demands for the establishment of new central banks. Colonial 
territories seeking some measure of political independence have tended 
to regard a central bank as an outward and visible sign of independence, 
and the lack of one as signifying continued subjection. This has been 
an important aspect in Ceylon and Burma, where central banks have 
been established since the war, and it enters into the situation in certain 
African territories today. Another argument often used in these coun¬ 
tries is the ‘elastic currency’ argument, which complains that the ‘Cur¬ 
rency Board’ system common to many colonial territories is unduly 
rigid, and that it makes the provision of additional currency unreason¬ 
ably burdensome for the colonial territory. Although it is theoretically 
possible for a Currency Board system to be unduly restrictive, in the 
practical circumstances of international banking structure there is 
generally all the elasticity of reserve cash necessary to allow as much 
credit expansion as the local bankers are willing to sponsor . 1 As a 
practical argument for establishing central banks it should not be taken 
seriously. But the other arguments have more substance. 

Looking back over the last twenty years, we must admit that al¬ 
though the central banks have not always proved to be commanders 
of highly developed money markets, and although the arguments lately 
adduced have not been uniformly convincing, the younger central 
banks have had their uses. I have already mentioned their important 
advisory and technical services in the fields of foreign exchange and 
war finance. Another service having immense potentialities, at least in 
some countries, is the contribution a central bank can make to the 
growth of a sound structure of commercial banks and other financial 

1 This matter has been fully explained by Dr. Ida Greaves in her Colonial Monetary 
Conditions (London: H.M.S.O., 1953). Cf. W. T. Newlyn, chapter 11 in Banking in the 
British Commonwealth (cd. Sayers), (Oxford, 1952). 
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institutions: this is a large theme to which I shall devote my second 
lecture. I leave until last the development of methods of control; these 
have their uses even in the early stages of central banking, but the 
emphasis in early days must be on the development of a banking system 
to control. This is not only a logical order; it is also the historical 
order of events in the underdeveloped country I have most studied: 
the England of earlier centuries. Looking at the history of that country, 
let us remind ourselves also that there must be patience. The Bank of 
England itself took two hundred years to grow up; the newer central 
banks should do better than this, but they must recognize that sub¬ 
stantial power and influence come only very slowly. Some routine 
technical tasks, some advisory functions, may be developed quickly; 
others, especially the use of the conventional weapons, must come more 
slowly. But if it is well to make haste slowly, the new central bank 
should equally avoid a completely passive attitude, waiting for oppor¬ 
tunity to wield the conventional weapons. The central bank must be 
venturesome in the kind of business it is willing to handle, even at the 
cost of making some mistakes. It must be not only central but also, and 
very actively, a bank. 


B. THE CENTRAL BANK AS A BANKER 

I n a highly developed financial system it is generally agreed that 
the business of the central bank is to influence, perhaps to control, 
the conduct of the commercial banks and other closely related 
financial insututions. It is therefore not surprising that, when asked if 
central banks should be established in countries whose systems were 
undeveloped, the expert’s answer has consisted of the further question, 
‘Who is there to be controlled with its implication that a central bank 
would be out of place. My view is that this negative attitude has been 
unfortunate, and that it originated in a mistaken identification of 
central banking with those well-known techniques appropriate in 
highly developed economies. A young central bank should be able to 
find banking business to undertake. It should not be disheartened by 
contemplating a void; it should bestir itself to fill the void and to 
encourage others to fill it. In choosing to examine this aspect of central 
banking in this lecture, leaving die application of conventional tech¬ 
nique until my third lecture, I am putting first things first. Our new 
central banks should look first to their banking business. 
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The banking business to be cultivated falls into three parts: the 
central bank can be a bank for the general public, it can be the govern¬ 
ment’s banker, and it can be the bankers’ bank. More than ‘can be’: the 
central bank in an undeveloped financial system should busy itself in 
all three directions. The experts of the nineteen-twenties used to say 
that the central bank should confine itself to the second and third 
fields—as banker to the government and to the commercial banks— 
and that the central bank should eschew the business of banking for the 
general public. In this attitude there was something of the prejudice 
harboured by experts of all kinds, a prejudice in favour of division of 
labour, of concentrating on one’s proper task. The basic task of the 
central bank is to sit in a high place controlling the other banks; to 
descend into the market-place and act as a common banker to the 
public is a distraction from its proper business: diis is the sentiment 
behind the attitude. More explicitly, it has been argued that, if the 
central banker tries to do both, he may sometimes find his duty as 
central banker conflicting with his duty as a commercial banker. It is 
also argued that the commercial banks cannot be expected to pay proper 
regard to the views of the central bank if the latter is itself their com¬ 
petitor in their own business. Both these arguments have substance; in 
support of them the earlier history of the Bank of England itself 
provides some evidence, and in our own time unsatisfactory relations 
between the Australian trading banks and the Commonwealth Bank 
have undoubtedly been due in part to the competitive activities of the 
latter. But too much weight should not be attached to the tactical errors 
of a few over-zealous officials of the Bank of England, errors made 
before die traditions of central banking were fully established. Australia 
does have more pertinent lessons for us, but in this case also special 
circumstances, especially the fact of the Commonwealth Bank’s politi¬ 
cal origin as a trading bank, take the sting out of the evidence. There 
have been historical examples supporting the opposite view, in impor¬ 
tant phases of the Bank of England’s history, and perhaps in that of the 
Bank of France as well as other central banks on the continent of 
Europe. On the whole, the evidence warns us to be cautious in develop¬ 
ing the ordinary banking business of a central bank, rather than to say 
that there should be no such business. 

And there are substantial advantages, at any rate in some countries, 
in the entry of the central bank into ordinary banking business for the 
general public. After all, we refer to these countries as the under¬ 
developed countries because we believe that they are ripe for rapid 
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economic development: the prospect of a tremendous rise in popula¬ 
tion, quite apart from other considerations, makes development in¬ 
escapable. The practical issue is whether development is to be the 
growth of a great slum or the flowering of a new civilization. Because 
we know that we must do our utmost to guide development towards the 
more agreeable of these two shapes, we have to encourage in every 
possible way the channels of trade and the growth of capital in both 
industry and agriculture. An inconspicuous but important way of 
encouraging these developments is to spread banking services and 
banking facilities just as quickly as possible through all the more 
populous parts of the country. 

Who is to undertake this development of banking facilities? The 
British overseas banks, and similar banks of other nations, have tradi¬ 
tionally established themselves in the ports and other major trading 
centres and have specialized in financing the country’s foreign trade 
and, to some extent, the movement of the major export products down 
to the coast. This could be a very sound foundation on which to base 
development of banking services in the hinteriand. On the other hand, 
these overseas banks do suffer certain handicaps when they seek ex¬ 
pansion beyond their traditional business of financing exteinal trade. 
Their British banking traditions are in part a universal asset, ensuring 
success wherever they turn; but they are also restrictive and tend to 
inhibit the growth of custom in hinterlands where neither banking 
securities nor British business methods are known. Language can also 
be an obstacle, and likewise the mere fact that the banker is a foreigner. 
1 know- that the overseas banks have striven, w ith considerable success, 
to overcome these obstacles, particularly by employing the people of 
the country in high as well as low ly positions, so that the local customer 
can feel that he is dealing with people who will understand not only 
his language but also his ways. I do not doubt that still more can be 
done on these lines, and that it will help the great overseas banks to 
dig ever more deeply into the economies of these countries. But, much 
as they can do, I do not believe that they can do all that should be done 
in the way of banking development. The overseas banks w ill grow, but 
there will still be need for the growth of indigenous financial institu¬ 
tions. 

The need may be partly met by independent commercial banks; but 
experience has shown—in Britain as well as in newer countries—that 
there.are weaknesses in the rather small-scale banking that springs up 
most easily. The major source of trouble lies in the undue concentration 
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of business risks. There may also be difficulty in attracting and hold¬ 
ing sufficient capital and managerial ability: other opportunities in 
a developing economy can offer much bigger prizes for outstanding 
business capacity. For reasons such as these the independent local banks 
are likely to be tender plants, whose growth must be trained by insis¬ 
tence upon certain rules to protect the interest of depositors. I shall 
argue later that the central bank should strive, by every means con¬ 
sistent with reasonable security, to encourage these independent banks. 
But after making all allowances for the results of an encouraging atmo¬ 
sphere, their development of sound commercial banking may not be 
fast enough to make adequate provision for the country’s economic 
potentialities, and the central bank should be ready to step in to fill 
the gaps. 

This is the spirit that should rule the central bank’s offer of service 
to the general public: it should think solely of filling the gaps unfilled 
by others. If there are no gaps, well and good: it should then stand 
aside. Similarly, when ordinary commercial banks are ready to take 
over from the local branches of the central bank, the latter should 
gracefully withdraw. My guess is that it may be a long time before the 
gaps—new gaps that will continually be opening—will all be filled 
without help from the central bank. 

The conduct of ordinary banking business during the early years— 
or early decades—of a central bank’s life should bring certain incidental 
advantages to the central bank in its fulfilment of its more traditional 
purposes. The ordinary banking business conducted in branches in the 
remoter parts of the country can help to give the central bank direct 
knowledge of general economic conditions, a more intimate know¬ 
ledge than it could gain through indirect channels whether banking or 
other. This is, it is true, a two-edged argument, in that the central 
bank may be led thereby to give undue weight to information coming 
from areas in which it has direct representation; against this danger the 
central bankers may in some measure protect themselves by remember¬ 
ing its existence. Another advantage, less open to question, sounds 
trivial but can in practice be of very real value. This is the employment 
in practical banking that is opened up to the junior staff of the central 
bank. If there are to be effective central bankers tomorrow, there must 
be young men growing up in central banks today; the supply of poten¬ 
tial Governors and Deputy Governors is likely to be adequate only 
if many more men are soaking themselves in the business of banking as 
well as in the traditions of central banking. The difficulty is always how 
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to develop the practical touch in the really able young men; if they can 
have a spell in practical banking in provincial branches of the central 
bank, they will be the more fit to step into high position when their 
turn comes. 

Another argument, of significance at even longer range, is that we 
cannot foresee the precise shape to be taken by financial institutions in 
different countries. Who could have foreseen, two hundred years ago, 
what would be the important financial firms of the City of London 
today, or what would be the nature of their business ? The rather differ¬ 
ent circumstances of New York have thrown up appropriately different 
financial institutions. If the central bank takes a narrow view of the 
kind of customer it should have on its books, it may find itself, a genera¬ 
tion or two ahead, isolated from some of the most powerful financial 
currents in the country. The Bank of England today rightly attaches 
importance to the control it can impose, as banker upon customer, upon 
the Accepting Houses and Discount Houses of the City of London; 
yet a narrow restriction of its list of customers from the beginning 
might well have left these important firms outside. 

For analogous reasons it is important that the central bank should 
be, from the start, the government’s banker. In highly developed 
systems the importance of co-ordinating debt management and credit 
policy is universally recognized, and this state of affairs will come more 
naturally if the central bank always handles all (or nearly all) the govern¬ 
ment’s financial business. This is not merely a matter of technical 
arrangements; it is also at least as importantly a question of the direc¬ 
tion from which the government seeks financial advice. For the private 
individual, the ordinary banker is a natural financial adviser: his 
authority, his experience, and the personal relationship all give weight 
to the banker’s word in season, and this can and should have its parallel 
in the relationship of the central bank with the government. 

Service as the government’s banker can also be useful to a young 
central bank in giving it some business to do. Here again, as with 
ordinary banking business, it is partly a matter of keeping contact 
with the everyday business of the country, and partly a matter of 
giving its staff something useful to do. This may sound a trivial 
argument, but I would repeat the importance of having enough 
practical business on hand to offer useful practical training for the 
younger men. A central bank that consisted only of a Governor, 
Deputy Governor, and a few typists and messengers might for a time 
serve quite a number of useful purposes, but as a permanent institution 
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it is just an academic dream. There must be a steady flow of men soak¬ 
ing themselves in the traditions of central banking and yet having 
enough everyday business to keep themselves occupied and to give 
them an authoritative knowledge of the country’s business methods. * 
Unless there are such men, there will never be an adequate field from 
which to choose the Governors who must carry prestige not only with 
Ministers but equally with the business world. 

Some of the everyday business to be done can be of great importance 
in the smoodi development of die economy. This is particularly true 
of the administration of the note-issue. The arguments in favour of 
a central bank’s monopoly of the note-issue are well known; they are 
commonly overstated, but the balance of advantage frequently remains 
that way even when the exaggerations have been taken out of the 
argument. The work of distributing notes and coin over a geographic¬ 
ally dispersed economy can be quite expensive. Although the well- 
established banks serving the wealthier communities can be expected 
to do all that is necessary in this direction, in most countries the work 
will just not be done unless it is undertaken by some public authority. 
Eighteenth-century England was greatly inconvenienced by the absence 
of this public service, and in our own day the remoter parts of certain 
British colonies have been very ill provided because the currency 
authority has taken a narrower view of its duties than might have been 
taken by a central bank having wide and acknowledged responsibility 
for ensuring the smooth working of the monetary system. 

The central bank has thus useful opportunities as a banker to the 
public and to the government. More fundamental, and universally 
acknowledged, is its duty to serve as the bankers’ bank. This is basic 
to its authority as controller of the financial system. Upon this function 
rests its negative service of preventing, by acting as lender of last 
resort, internal liquidity crises; and this is obviously a service of the 
first importance in a comparatively youthful structure of financial 
institutions. It is unfortunately easier to establish a weak bank than it 
is to establish a strong bank. And in this field the weak can weaken 
the strong: the collapse of the weak itself weakens die other and better 
institutions, and this can happen even when the central bank gives 
support to the strong. The central bank can therefore serve another 
important purpose if it can encourage the growth of sound institutions 
and check the appearance of weaklings. In some countries (among them 
countries as different as the U.S.A., Belgium, and India) an authority 

sometimes the central bank, sometimes another branch of govern- 
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ment—is charged with detailed inspection of the commercial banks. 
This supervision of banks, if conducted in a spirit of positive guidance 
rather than bare prohibition, can be an important factor in ensuring 
the healthy development of commercial banking; the system has had 
notable success in post-war India, and I dare say in other countries as 
well. But there is an alternative to the system of statutory inspection. 
This alternative, which has great attraction, is for the central bank to be 
an active banker to the young commercial banks and other financial 
institutions, and to give them the necessary guidance incidentally to its 
functioning as their banker. 

If the system is to grow up in this way, there must be no inhibitions 
about going to the central bank for help—help not merely in emerg¬ 
ency, but for everyday purposes. This need not mean continuous 
indebtedness; it is sufficient if the commercial bankers feel that they 
may want to borrow from time to time, and had therefore better treat 
the central bank’s advice with respect. I am thinking very much of the 
relationship of an ordinary banker and customer: the customer knows 
that it pays to take notice of his banker’s views on the way he (the 
customer) conducts his financial business, while the banker can offer 
a word in season without having any legal right to pry into his cus¬ 
tomer’s business at regular intervals. The central bank has a duty, as 
lender of last resort, to support the market with adequate loans to 
relieve a liquidity crisis; but it has no duty to support everybody alike. 
It is entitled to say that it will channel its help only through institutions 
that have conducted their business on healthy lines. This is a powerful 
sanction, and the central bank should make the most of it in order to 
guide and encourage the growth of healthy commercial banks and 
other financial institutions to meet the needs of the expanding economy. 

If the central bank is to insist upon good health in the commercial 
banks to whose assistance it is willing to come, the central bank must 
make up its mind about the principles on which commercial banking 
ought to be conducted. This is itself a large subject over which I cannot 
range here; but I must mention in this context one important question 
on which traditional views have been too narrow. There is a presump¬ 
tion, a strong presumption, against long-term lending by banks. Tradi¬ 
tionally this has been argued from the fact that most of a banker’s 
liabilities are payable on demand or at short notice, and that therefore 
his assets must be correspondingly short-term. Put in this extreme 
form, the argument is fallacious: the banker is able to make a living 
because he knows that repayment of his deposits is in fact not required 
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in total at any one time, and he could not make any living by matching 
his assets precisely to his liabilities. On the other hand, he cannot 
behave like an investment trust. The liquidity he must maintain is a 
matter of degree; there can be no absolute rule on this ground for¬ 
bidding the holding of medium-term and long-term assets, and every 
banker of strength and reputation does in fact hold some of these less 
liquid assets. On the other hand, the fact of repayability of deposits 
does imply high vulnerability in a bank that is small in relation to the 
total banking business of die area in which it operates; a central bank 
should therefore look for higher liquidity in a small bank than in a 
large. There is, however, another consideration which is almost 
equally applicable to the large banks. The logically sound basis for the 
presumption against long-term commitments is that it is much more 
difficult to estimate a borrower’s credit-worthiness twenty years ahead 
than six mondis ahead. The factors relevant to credit-worthiness are 
substantially different over the longer period and the capacity and 
experience required in the bank manager are of an altogether different 
order, an order it is not reasonable generally to expect. It should be 
possible for the larger banks to have specialized departments, with 
experts in the field of longer-term investment, to enable the banks to 
face some of the longer risks. Sometimes there may be convenience.in 
segregating these specialists in subsidiary organizations: this is a matter 
of administrative convenience, and the establishment of subsidiaries 
should not be imagined as a reason for extending into risks the parent 
bank itself ought to avoid. 

This is not die place in which to elaborate; I have discussed die 
question more fully elsewhere. 1 The upshot is that the central bank, 
though specially cautious in its own business widi the general public, 
should adopt no rigid rule against medium-term and long-term lending 
by the commercial banks. Even the smallest banks must lend for longer 
terms than would match their assets and the central bank must be 
prepared to supply additional liquidity in case of emergency. The larger 
banks may safely be more venturesome, but they should be expected 
to relate their establishments to their lending policies, and they should 
in no case commit a large proportion of their resources to ventures that 
will take a long time to mature. 

The estimation by the central bank of the behaviour of the commer¬ 
cial banks can thus be no simple matter of applying rigid rules: rather 

1 ‘Le bnnchc inglesi quali formatrici di capitale industriale’, II Risparmio (Milan), 
Oct. 1955. 
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the central bank must judge from day to day on the basis of reasonably 
intimate understanding of what is going on inside the commercial 
banks. This reinforces my view that in its relations with the banks and 
other financial institutions, as with the public and with the government, 
the new central bank should cultivate active business all the time. If it 
does thus busy itself, and is itself taking a long view, taking a wide 
view, and sometimes taking a generous view though only to people 
who conform to its own high standards, the central bank will gain in 
expertise and in that valuable commodity, Prestige. It will also be 
hastening the development of a financial system which in time will feel 
the power of its control. 


C. THE CENTRAL BANK AS A CONTROLLER 

W hen central banks were being established in certain countries, 
and rechartered in others, in the inter-war period, emphasis 
was placed on the power of the central bank to fix the rate 
at which it would operate as lender of last resort: the rediscount rate or 
Bank Rate as we commonly call it. Secondly importance was attached 
to the power to buy and sell securities in the open market—the power 
to engage in open-market operations whereby the Bank Rate policy 
might be enforced. This emphasis on Bank Rate and open-market 
operations, the traditional technique of English central banking, was 
overdone. There are, as I have already indicated, other very important 
activities for central banks in underdeveloped countries, and it is un¬ 
reasonable to expect miracles from the traditional techniques. Never¬ 
theless, Bank Rate and open-market operations are at the heart of 
central banking; they are the means whereby the price of credit and the 
ease of obtaining it are governed; every new central bank should ensure 
that its legal powers in these directions are adequate, and it should from 
the outset be looking forward to the time when it will be able to wield 
these weapons to great effect. 

Bank Rate is the rate of interest charged by the central bank when, 
by rediscounting bills or by making advances, it puts reserve cash at 
the disposal of approved banks or other financial institutions. (I have 
already suggested that the power of the central bank to give help to 
approved institutions in times of difficulty acts as an incentive to these 
institutions to conform to the central bank’s ideas on the conduct of 
everyday business.) In the literature of Bank Rate, this weapon has 
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been seen as serving some or all of five purposes: (i) as a penalty rate, 
operating as a ‘fine on unreasonable timidity’; (2) as a governor of in¬ 
ternational capital movements; (3) as a check upon the accumulation of 
stocks of commodities; (4) through its influence upon the whole struc¬ 
ture of interest rates, as a regulator of the demand for real resources to be 
embodied in fixed capital; and (5) as an ‘Index’. How relevant are each 
of these purposes to economic policy in the underdeveloped countries ? 

The phrase I have used to describe the first purpose—the ‘heavy 
fine on unreasonable timidity’—is borrowed from Bagehot’s Lom¬ 
bard Street . 1 He was writing of the duty of the Bank of England to 
give relief to the money market in times of financial crisis, and his idea 
was that, while the central bank should not stint the relief it gave, it was 
entitled to make people pay for the protection and convenience they 
derived from the central bank’s existence. If in their fearfulness they 
wanted help from the central bank, well, they should have it, but they 
should pay for it. The lender of last resort should always lend, but at 
a price that implied a stiff penalty. This argument had the appeal of 
equity, and it tuned well with the notion that the market should have 
every incentive to be independent of the central bank. (I must return 
to this point; here I simply remind you that, though Bagehot insisted 
on a lender of last resort, he emphasized the need for strength in other 
banks.) But in spite of what Bagehot said, the Bank of England had 
a quite different reason for imposing extreme rates of interest in the 
great nineteenth-century crises. It pushed Bank Rate up and up in 
order to ensure that at these dangerous moments its gold reserve should 
not be weakened by the export of gold: the high levels of Bank Rate 
were designed to operate quickly on the external balance of payments, 
as it can do in an international financial centre. In the underdeveloped 
countries this power to operate quickly on the balance of payments is 
negligible; and Bagehot’s own rationalization of the Bank of England’s 
practice does not fit at all well with the desirability of keeping the 
commercial banks continually crossing the doorstep of the central 
bank. In sum, I find no case for using extreme levels of Bank Rate to 
penalize those who seek liquidity in times of crisis. This does not mean 
that the central bank should provide loans free of charge at such times: 
liquidity must always command a price, but the price should be 
regulated by other considerations which I must now review. 

The traditional primacy of Bank Rate as a weapon of die central bank 
rests upon its remarkable effectiveness for protecting the Bank of 

1 14th edn., p. 187. 
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England’s gold reserve in the period immediately before 1914, and its 
power in that historical context was essentially as a regulator of inter¬ 
national capital movements. Confident in the substantial stability of 
the foreign-exchange rates, short-term funds moved readily to and 
from London in response to differences between interest rates in Lon¬ 
don and those ruling in other centres; in addition, London was con¬ 
tinually adding to her overseas investments at a pace that could be 
checked or accelerated by a movement of Bank Rate. There were 
complications in the story, but broadly it was for securing these quick 
effects on the balance of international capital movements that Bank 
Rate was used. You will notice, however, that its efficacy depended 
upon two circumstances: the attractiveness of London as an inter¬ 
national financial centre and London’s great export of capital In 
countries where these conditions find no parallel, Bank Rate can serve 
no purpose as a regulator of international capital movements. 

During the last thirty years there has been endless controversy about 
the power of Bank Rate to influence the holding of stocks of com¬ 
modities. The argument, associated particularly with the name of Sir 
Ralph Hawfrey, that the accumulation of stocks can be checked by 
raising Bank Rate, has the appeal of simplicity, in that Bank Rate is 
necessarily a short-term rate of interest, and the cost of short-term 
finance is an obvious part of the cost of holding stocks. Most other 
economists have argued, following Keynes, that the interest cost is 
generally negligible and that Bank Rate is therefore almost powerless 
to check the accumulation of stocks. But experience in the last ten 
years has rather encouraged the view that stocks of commodities 
(‘inventories’, as the Americans say) arc sensitive to changes in Bank 
Rate. The reasons for this are obscure; perhaps the chain of causation 
runs through the tightness of credit associated with a rising Bank Rate, 
rather than directly from the higher price of credit itself. Mow' relevant 
is this argument to the underdeveloped countries ? The answer must 
vary from country to country, according to the importance of stock¬ 
holding by people who are in any way dependent upon, or sensitive to, 
the general conditions of credit in the country. The argument will 
evidently have relevance where there is an important merchant element 
in the handling of the country’s staple commodities; indeed a hint 
might be draw'n from nineteenth-century England, where Bank Rate 
seems to have been extraordinarily important in an economy dominated 
by mercantile activity. Altogether, we can look to Bank Rate as a useful 
weapon in this way—always remembering, however, that its power 
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may depend largely on the associated changes in the availability of 
credit. 

The effect of Bank Rate changes on the demand for resources for 
capital construction is necessarily more indirect. Bankers are generally 
hesitant (perhaps in unnecessary degree) about committing their funds 
to long-term projects, and real capital development has for the most 
part to rely on money drawn through other channels. In the more 
highly developed economies of the Anglo-Saxon world, most capital 
construction is financed either out of undistributed profits of private 
industry or by the issue of share capital or long-term bonds. The ease 
and the price of obtaining funds in these ways can be affected by Bank 
Rate changes, though the links are indirect. In the underdeveloped 
countries much more reliance is placed nowadays (it was not always 
so) on borrowing from other countries. Particularly is this true of the 
capital development schemes of the public utilities, whose hunger for 
capital usually dwarfs the demands of private industry. The ease of 
getting capital from abroad may be affected by what is happening to 
Bank Rate in the lending countries; but it is certainly not affected by 
Bank Rate in the borrowing country’: no point here in altering Bank 
Rate to regulate the demand for capital construction. On a long view, 
it is true, the underdeveloped country must look to the growth of 
saving at home and the development of security markets, and then 
Bank Rate will have greater importance. Meanwhile, effects on long¬ 
term investment will be limited to that small—but I hope growing— 
volume of long-term capital development that is financed through the 
banking system. 

Writers on Bank Rate have sometimes stressed the importance of 
Bank Rate as an Index: a rise in Bank Rate being a warning to the 
business world to be more cautious, while a fall in Bank Rate gives the 
green light. There have been times when Bank Rate movements have 
had impressive effects of this kind, and its prominence in monetary 
literature is likely to ensure that it always will have some importance 
as a signal. But its reputation as an index does depend largely upon its 
historical power. In Victorian England, before central banking was 
fully developed, successive rises in Bank Rate could herald weeks when 
loans would be not merely very dear indeed, but unobtainable at any 
price. Little wonder that the rise in Bank Rate was interpreted as a 
warning signal but then, the acute crisis followed because central 
banking was imperfect. Contrast the position in 1956, when English¬ 
men are assured not merely that there will be no liquidity crisis but also 
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that no trade depression will be allowed to develop. idi these chang¬ 
ing conditions the warning light of a rising Bank Rate is likely to 
become dimmer and dimmer. In the United States, where there is no 
balance of payments problem to make people interpret a rise in Bank 
Rate as a bad sign, the signal may become perverse. There Bank Rate 
is used solely as a contra-cyclical weapon, and a rise can be interpreted 
simply as a sign that the Federal Reserve authorities think that the 
boom is going ahead over the next few months; on this interpretation 
a rise in Bank Rate may encourage further expansion, not contraction, 
of demand. Even in countries where business men are less sophisti¬ 
cated, but lack experience of the commercial convulsions of Victorian 
England, it must be difficult to work up a fever of apprehension when 
a remote figure in a financial institution in the capital decrees a rise in 
Bank Rate. 

I just referred to ‘a remote figure’; and that is surely the key to the 
Bank Rate question. If Bank Rate is to have any effect, it must be 
because it is an operative price for loans at an institution that has 
established active and continuous contact with the credit situation in 
which the country’s merchants, its industrialists, and its planners have 
to make their decisions. If the central bank has busied itself as a banker, 
on the lines suggested earlier, it will have done much to create these 
conditions in which Bank Rate will not be an empty symbol. But it will 
also have to hold certain other weapons that figure in the literature of 
central banking. 

The problem is that of ensuring that other dealers for credit change 
their terms when Bank Rate is changed. The traditional answer is, 
‘Open-Market Operations’. By selling securities for cash, the central 
bank absorbs cash from the reserves of the commercial banks, which 
are thereby compelled to restrict their own lending operations; on the 
other hand, if the central bank wants to promote easier credit condi¬ 
tions, it can buy securities, for cash, thus adding to the cash reserves of 
the commercial banks. Now this is all very fine in the London money 
market, or in New York; but I hasten to add that even in those great 
financial centres there are limits to the amount the central bankers can 
do. In the underdeveloped countries, where security markets are 
extremely narrow or even do not exist, the limits to open-market 
operations are so narrow as to be practically prohibitive. The central 
bank cannot operate in a vacuum. The answer given to this problem 
by the experts of thirty years ago was that markets, particularly markets 
in bills of exchange, should be encouraged to grow'. This never was an 
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attractive solution, and is even less so now than it was then. Experience 
in New York, where the Federal Reserve System took special steps to 
encourage the growth of a bill market in the nineteen-twenties, showed 
that even in a highly developed and very large economic community, 
these markets do not grow at all easily. The most active part of the 
New York market is in fact not a market in bills of exchange at all, but 
a market at which the founders of the Federal Reserve System would 
have looked askance. The London discount market, in spite of all its 
advantages, is a peculiar growth from the accidents of history. If we 
were constructing our English monetary system anew (perish the 
thought!) no one would dream of including such an oddity as the 
discount market, much as we like to have it today, and there would 
be equally little point in trying, probably without success, to create 
such a market in an underdeveloped country. 

Another answer to the problem is much simpler, though I suspect 
that it would be no more helpful. If security markets are very narrow, 
comparatively small operations by the central bank could make a big 
difference to the prices of the securities: that is to say, the narrower the 
market, the more easily can the central bank enforce a big change in the 
rate of interest. It is sometimes argued that the central bank cannot sell 
securities to enforce Bank Rate policy because markets are so narrow 
that they would be ‘broken’ or ‘destroyed’ by the official intervention. 
There is substance in this; but its logical conclusion is that the central 
bank itself can constitute the market, fixing whatever prices (that is, what¬ 
ever structure of interest rates) it chooses. This sounds a really powerful 
device for enforcing Bank Rate policy; but its effect is virtually confined 
to the structure of interest rates, and may not sufficiently affect the cash 
reserves of the banks—and consequently their willingness to lend. 
An extreme position may be imagined, in which the central bank does 
not in fact sell securities at all, but simply announces a new (lower) 
schedule of prices at which it is willing to sell. If monetary policy were 
simply a matter of shifting interest rates, all would be well. But much 
of the usefulness of Bank Rate policy, especially in underdeveloped 
countries, rests on the variation in the availability of credit that goes 
with a Bank Rate change. Indeed, the virtue of open-market operations 
nowhere lies simply in the effect on interest rates; it rests partly on the 
tightening of credit that automatically follows the depletion of the cash 
reserves of the commercial banks. 

The problem therefore remains: w'hat substitute is there for open- 
market operations when there is virtually no open market in which to 
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operate? The answer lies, I believe, in a new weapon developed in 
America and elsewhere in our own lifetimes. This is the variation of 
compulsory cash reserve ratios. The banking law—or custom having 
the force of law—compels the commercial bank to maintain cash re¬ 
serves related by prescribed ratios to their deposit liabilities, and it is 
because there are such reserve requirements that open-market opera¬ 
tions can influence the willingness of the commercial banks to lend to 
their customers. But if the ratios are raised by decree of the central bank 
(or other authority) the tightening effect on the commercial banks is 
exactly the same as a given amount of open-market sales by the central 
bank. Excess reserves can be wiped out by stroke of the pen; if desired, 
a deficiency of reserves can be created so as to force the commercial 
banks to borrow from the central bank at its own penal rate. This device 
was discussed in a tentative way in die United States in 1916-17, when 
a plethora of gold imports threatened to make the cash position danger¬ 
ously easy. It was discussed by Keynes in his Treatise on Money and its 
adoption in England was recommended by the Macmillan Committee 
in 1931. Power to vary reserve ratios was first estalished in the United 
States in 1933, a °d was ^ rst use d > n *93 6 > as intended, to reduce excess 
reserves that were too big to be wiped out by open-market operations. 
Subsequently the weapon has been used frequently in the Federal 
Reserve System for general purposes of contra-cyclical policy. This is 
another story; the lesson to which I point at the moment is the impli¬ 
cation of the original action of 1936-7, when ratio variation was used to 
reduce banking liquidity because open-market operations could not do 
the job. 

After the Americans had broken the ice, other countries more relevant 
to our purpose followed. Many South American countries established 
these powers in central banking legislation in the nineteen-forties, and 
since the war they have been adopted by some Asiatic countries and on 
the continent of Europe. The case most interesting of all, tor our present 
purpose, is that of New Zealand. There powers established twenty 
years ago have recently been used with considerable effect. New 
Zealand clung for a long time to her cheap-money policy, but during 
the last two years there has been an important move away from it. Yet, 
having decided upon dearer money, how were the New Zealand autho¬ 
rities to enforce it? The commercial banks had large excess reserves, 
which the central bank could not hope to absorb by open-market 
operations. The answer has been the stepping-up of the compulsory 
reserve ratios until they have practically met the actual ratios: i.e. until 
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excess reserves have been eliminated. The commercial banks can increase 
their lending to customers only by getting into debt to the central bank, 
which is thus in a position to enforce its Bank Rate as an operative lend¬ 
ing rate. I would claim this weapon as one of the most important for the 
central bank in a country lacking active security markets. 

Direct effects upon the liquidity of the commercial banks can also be 
produced by manipulation of the government’s balance with the central 
bank. If—as should be the case—the central bank holds the main 
accounts of the government, net payments by the government to the 
general public imply a transfer to commercial bank reserves from the 
government’s account at the central bank. Contrariwise, net payments 
by the public to the government, due for example to an excess of 
taxation over government expenditure, reduce the cash reserves of the 
commercial banks. These transfers to and from government account 
are most appropriately the outcome of a government surplus or deficit. 
A deflationary situation is properly met by a government deficit, when 
the excess of government spending directly helps the general economic 
situation and can be reinforced by the transfers to commercial banks’ 
cash reserves. In the opposite case, when the authorities wish to restrain 
an inflationary situation, a government surplus directly reduces the 
pressure of demand and can conveniently be combined with the absorp¬ 
tion of cash reserves into the government account, so restraining the 
commercial banks. This is a device commonly used by European central 
banks, whose powers to engage in open-market operations are often 
narrowly restricted; they get substantially the same effect on banking 
liquidity by manipulation of the government account. But we must be 
careful when we talk of manipulating the government’s finances. That 
way lies Temptation. Even the rich Uncle Sam has found government 
deficits much easier than surpluses. How we poor relations are expected 
to keep our virtue, I don’t know. 

In discussing thus far the techniques of control by the central bank, 
I have dealt with weapons that are all alike in one respect: that they are 
intended to operate on the general credit situation, to tighten or relax 
the liquidity position of the commercial banks and other financial 
institutions, and so cause a slackening or sharpening of the demand for 
real resources. In the last thirty years certain other weapons have been 
introduced, with the intention of influencing not credit generally but 
credit in particular channels. The market in credit is far from being 
a single perfect market, in which pressure at one point is immediately 
spread out over the entire market. It should be pictured rather as a 
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number of channels having connexions here and there, so that the 
state of credit in one channel can be given special attention without 
at once affecting in equal degree the liquidity situation of the whole 
economy. Because of the imperfection in the market for credit, substan¬ 
tial pressures can be applied to comparatively narrow sectors with great 
effect. Thus credit margins allowed in stock-exchange speculation can 
be regulated with a view to checking undesired movements in the security 
markets; the terms of consumer credit can be altered in order to check 
or encourage the demand for durable consumption goods; and the terms 
of real estate mortgages can be regulated with a view to influencing 
activity in the building industry. If such powers are to be satisfactory, 
they must of course extend beyond the banks themselves and cover all 
important lenders in the sectors in question. In some countries, includ¬ 
ing Britain, certain of these powers are exercised not by the central bank 
but by some other branch of government; this is perhaps due to the 
preference of central banks to concern themselves only with banks and 
banking in the accepted meaning of those words. It may be convenient 
to continue anomalies, but in general I would argue that the regulation 
of credit transactions in the implementation of monetary policy ought 
to be the business of a single body, the central bank. But let us not 
suppose that existing controls of special sectors of the credit market can 
always be copied in every country: rather the intention should be to 
be ready to establish analogous controls of any particular sector of a 
country’s credit market that comes to have special influence on economic 
activity. The shape of these controls, and the particular sectors with 
which they are concerned, must depend upon the circumstances of the 
individual country. The central bankers should strive to adapt their 
technique to the local circumstances. 

In many countries these local circumstances are unlikely to give the 
central bankers much scope, either for these more varied weapons or 
for the traditional Bank Rate and open-market operations. Indeed, the 
swings in the export incomes in many of these underdeveloped countries 
are bound to dominate the internal financial position, however good 
its institutions. A heavy fall in export receipts implies a real impoverish¬ 
ment, and nothing can protect a country from this fact. Nevertheless, 
an agile central bank can do something to moderate the swings of 
income, if only by checking the commercial banks in their natural ten¬ 
dency to accentuate the swings. Just how much the central bank can do 
in this way depends upon how well the country is provided with banks 
and other financial institutions adapted to its needs; another reason why 
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the central bank should foster the growth of the entire banking system. 
What can be done, and the limitations to action by the central bank, may 
be clearly seen in the experience of some of the newer central banks in 
the ten years since the war. There is much to be learned, for example, 
from the experiences of Ceylon and Australia, as analysed in the two 
brief but valuable studies by Mr. Gunasekera and Professor Rowan. 1 
The former shows that the central bank in Ceylon has made little 
difference to the situation; its only action of importance was its financ¬ 
ing of the government’s deficit, which certainly helped to maintain 
consumption and imports during the bad years but at other times 
aggravated an inflationary situation. This discouraging result is ascribed 
by Mr. Gunasekera to the absence of suitable banks which, with guidance 
of the central bank, could play a useful part in the development and 
diversification of the economy. Ceylon’s experience also, we may add, 
serves to underline the temptation to regard the central bank just as a 
convenient tool for deficit finance. Professor Rowan’s story of Australia 
is altogether more encouraging. There also the wide swings of export 
income have constituted the major problem for the central bank; but in 
Australia the central bank is operating in an economy well provided 
with banks suitable to its needs. And what is the result? Professor 
Rowan finds that, though in some phases the Commonwealth Bank’s 
action has been open to criticism, ‘the smoothness with which this 
crisis [of 1951-2] was surmounted is itself an eloquent testimonial’, and 
that ‘Australia’s experience in 1948-52 not only illustrates the type of 
monetary problem to which dependent economies are unavoidably 
exposed but demonstrates beyond dispute that a properly equipped and 
wisely managed central bank can play an important part in meeting 
them . He also emphazies the importance of allowing the central bank 
wider powers than the ‘traditional’ central banking techniques would 
allow: the central bank’s own methods must be adapted to the needs of 
each particular country. 

Putting these two judgements together, we may conclude that central 
banks, it they are not narrowly conceived, can be a real help to these 
countries in making economic activity less irregular—but that their 
power must remain slight if they have to work in a banking vacuum. 
The encouragement of the growth of sound commercial banking 

■ 'The Money Supply and the Balance of Payments in Ceylon', by H. A. de Gunasekera, 
Quarterly Review of the Barxca Nazionale del Lavoro (Rome, Sept. 1954); ‘The Monetary 
Problems of a Dependent Economy: The Australian Experience, 1948-1951', by D. 
Rowan, ibid. (Dec. 1954). 
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throughout the economy must always occupy first place on the agenda 
of a new central bank. Even so, there is a limit to what can be done by 
the establishment of a banking system alone: for what is a bank without 
deposits? Better banks can facilitate but cannot provide the foundation 
for economic development. The rapid economic development of the 
underdeveloped country I know best (England in the eighteenth and 
nineteenth centuries) was based largely on the moral position that hard 
work and saving were both held to be virtues. The bankers can do 
much, and more with a central bank than without, but they can provide 
no substitute for the economic virtues of industry and thrift, upon 
which every great economic advance is founded. 
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The New York Money Market through 

London Eyes 1 

i 

T he purpose of this article is to review the recent development 
and present structure of the New York money market and to 
consider the implications for the technique of central banking. 
Though set in an American frame, the picture sharply reflects, at a 
number of points, events and problems emerging in London. In both 
centres, the growing strength and concentration of banking, the 
government inflations of two wars, and changes in the financial habits 
of industry and trade have been factors combining to transform money 
markets, tending to make transactions in government securities their 
primary concern. With the return to more positive monetary policies, 
the changed shape of money markets has thrown up new problems: 
the hesitations and confusions of 1951-5 in London have been due in 
part to a justified suspicion that a credit-squeeze could not work in 
exactly the old way. My own view, emerging in the latter part of this 
article, is that in the new conditions it is necessary for the authorities 
to make up their minds on precisely what effects they seek to achieve 
and, having made up their minds, to take action on an appropriately 
broad front. Some of the old automatic responses are lacking; a new 
chapter is required in the history' of central banking. 

Before embarking on my argument I shall describe in some detail 
the New York money market as it had developed by the summer of 
1955. This description is given because the picture is, I believe, un¬ 
familiar to readers outside the United States; its purpose here is to 
show that the trends in London, and their implications for policy', are 
by no means peculiar to London. But the account of the New York 
market—a 1955 snapshot of a rapidly developing market—may also 

1 This paper, reprinted from The Three Banks Review y December 1955, was based on 
a talk given at the Basle Centre for Economic and Financial Research, June 1955. I wish 
to acknowledge helpful comments from New' York money-market experts, members of 
the Basle Centre, and others. 



The New York Money Market through London Eyes 13 5 

be of interest for its own sake. In this account, it is worth remembering 
that money markets do not exist for the convenience—or the incon¬ 
venience!—of central bankers, and that their efficiency in bringing 
together borrowers and lenders has its own importance in the national 
economy. From this point of view, as well as from the central banker’s 
point of view, other places (Montreal, for example) will want to consider 
whether they should try to establish money markets of their own, and 
whether London or New York should be the preferred pattern. But 
these considerations are incidental; my main concern is to illuminate 
the technical framework in which central bankers have to live. 


II 

Unlike London, which has traditionally looked outwards to inter¬ 
national business, the New York money market has always been mainly 
concerned with the domestic scene. This remains die position, but in 
the details of its business the New York money market has, during the 
last thirty years, changed beyond all recognition. The call-money 
market which used to centre at the money-post at the New York 
Stock Exchange, and was so important in facilitating stock-market 
speculation, has gone. It had substantially disappeared before the 
second war, and was officially terminated in 1946. The absence of an 
impersonal market of this kind has been regretted by the increasingly 
important non-bank dealers in government securities. 1 hese dealers 
have to borrow from the banks on a negotiated basis, though there 
are signs of the development of more flexibility. The big New \ ork 
banks make special provision for the dealers, by 'posting a lending rate 
which they make attractive when their reserve positions are strong. Like 
London banks lending to discount houses, a New York bank tending to 
become short of reserve may continue outstanding call loans while 
in effect refusing to make new ones; in New York there is also a dis¬ 
tinction between quick call money and slow call money the slow call 
being the privilege of a more regular customer. But this call money 
available from the big New York banks generally consists of claims on 
clearing-house funds, which are not immediately available at the 
Federal Reserve Bank (i.e. ‘Federal Funds’) and are therefore not avail¬ 
able for certain important purposes of the dealers. I he latter arc seeking 
to develop their contacts with out-of-town banks, in some dozens of 
other cities, who are sometimes willing to lend balances immediately 
available through the Federal Reserve’s ‘wire system’. The dealers also 
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borrow (by the repurchase method) 1 funds from non-bank corporations 
in many cities—an important development opened by the continuance, 
into a period of rising interest rates, of the prohibition of interest on 
demand deposits. All these arrangements are changing rapidly—almost 
from month to month—but the tendency is clearly in the direction of 
providing a more effective and widespread call market for financing the 
operations of dealers in government securities—in contrast to the 
financing of general stock-market speculation in the manner of earlier 
generations. 

The commercial paper , which is the oldest instrument in the New 
York money market, is not by any means extinct—the amount out¬ 
standing at any time during the last year or two has ranged around 
$700 million. This paper consists of‘short-term promissory notes dis¬ 
counted with dealers for resale to financial institutions*. The notes 
originate with some 400 firms in all sorts of business all over the 


country; they have to be fairly large concerns for their names to be 
easily recognized in the market as creditworthy. The notes have lives 
°f 3 > 4 > or 6 months, and the proceeds are supposed to be used for 
working capital only; their main use is for seasonal finance. Commer¬ 


cial paper was already declining in the nineteen-twenties and the decline 
has since gone much further, partly by displacement by the syndi¬ 
cated term loan, partly by the easier satisfaction of borrowers by 
the bigger banks of this generation. The big city banks are right 
out of the commercial-paper market; and buyers now are primarily 
medium and small banks, especially in New England, where for some 
reason this relic seems to retain a peculiar hold. Circumstances in 1954 
provided opportunity for some revival of this instrument, showing 
that the banks as lenders can never ignore this potential competition. 
Similar paper created by finance companies, totalling perhaps twice as 
much, is generally placed directly with investors. Neither the commer¬ 
cial paper nor the finance paper is dealt in by the Reserve Banks. 

The bankers acceptance has experienced some revival in recent years 
after a shaky start in the nineteen-twenties and a sharp decline in the 
nineteen-thirties. It is comparable with the fine bank bill in London, 
and since its revival has perhaps also had just about the same relative 
weight in the market. The bills mostly arise in financing foreign trade, 
though some of the recent increase is to finance the storage of com¬ 
modities in the United States. They are dnrwn on and accepted by 


Borrowing by selling government securities, and simultaneously agreeing to 
repurchase the securities, has become a very important class of transaction recently. 
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banks—100 of them, mostly large banks in New York and San Fran¬ 
cisco. The acceptance commission is usually at the rate of i£ per cent, 
per annum—comparable to the London rate, to which, however, a 
stamp tax has to be added. Unlike London, an appreciable proportion 
of the bills are discounted by the acceptors themselves; many of these 
are quickly sold to dealers, the acceptances of other banks being bought 
in exchange. There are six dealers; only one of them specializes ex¬ 
clusively in acceptances—the other five are mainly busy in government 
securities. These dealers buy (discount) outright as do the London dis¬ 
count houses, but, unlike London, the New York dealers hold only 
tiny portfolios, reckoning to sell quickly, mainly to foreign banks and 
to the big city banks who buy for foreign account as well as their own. 
In the nineteen-twenties the Federal Reserve Banks, seeking to en¬ 
courage the use of acceptances, stood ready to buy at favourable rates, 
and once having bought they held to maturity (as do the big city 
banks today). As these instruments then occupied a large place in the 
market and the Federal Reserve discriminated in their favour, they 
were the main channel for the release of Reserve credit to the market— 
the market rate for acceptances, rising when the market was short of 
cash, would meet the Federal Reserve’s buying rates before other 
lender-of-last-resort rates came into play. The Federal Reserve was 
thus the marginal buyer, and it was primarily by turning the marginal 
supply of acceptances into the Federal Reserve that the market stretched 
its cash basis. All this has ceased to be of practical current interest, 
though the last few months have, after a very long interval, seen a 
reappearance of bankers’ acceptances on a small scale in the Federal 
Reserve’s portfolio. In the less easy money conditions of 1954-5 many 
borrowers have found themselves able to obtain finance on better 
terms by this method than by borrowing directly from a bank, but 
there is no reason why the long-term trend in favour of the bank 
advance should not reassert itself. Despite the recent revival of this 
business, in neither New York nor London is there really any sign 
that these bills—traditionally one of the special justifications ot money- 
market organization—will ever return to the importance they had in 
the nineteen-twenties, let alone in nineteenth-century London. 

The really important sections of the New York money market are 
those dealing in government securities, including Treasury Bills, and 
those dealing in Federal Funds. The bulk of the transactions in govern¬ 
ment securities, both short and long, is handled by about a dozen 
major dealers. These dealers include some of the bigger New York 
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banks, as well as two in Chicago and one in Boston. The non-bank 
dealers and bank dealers alike operate very much as London stock¬ 
jobbers, in that they stand ready to buy or sell at any time, irrespective 
of their momentary holdings or their desire to hold any security. 1 They 
necessarily hold a ‘stock in trade’; the non-bank dealers operate with 
funds far exceeding their own capital, borrowing from the big New 
York banks and from ‘out-of-town’ sources against some of the securi¬ 
ties that happen to be in their portfolios. The ‘cushion’ these dealers 
provide is closely parallel to that provided in the last twenty years in 
London by the discount houses, as far as short-term securities are 
concerned; London has nothing quite comparable at the long end of 
the market, though traditionally the stock-jobbers used to provide an 
adequate cushion, using money borrowed from the banks, and some 
vestige of this practice still remains. 

At the short end of the New York market, in which alone the Federal 
Reserve Bank now operates, there is very active business in Treasury 
Bills, first introduced in 1929, and broadly similar to the British Trea¬ 
sury Bills. They are now all three-month bills, issued in weekly batches 
by tender. The tenderer for London Treasury Bills has the option of 
taking them up on any day in the following week, whereas the New 
York issue is for one fixed day only; in this detail the more flexible 
London system generally makes for smoother markets—when it does 
not, the central bank knows the relevant facts. In London the tender is 
dominated by the syndicated bid of the discount houses, while the great 
English banks do not tender at all; this does not by any means imply 
a non-competitive market, though competition is much less sharp than 
in New York. There the competitive bidders are the big and medium- 
size banks (including many out-of-town), the dealers, and non-bank 
buyers (financial institutions and other large businesses) who tender 
through the agency of the big New York banks. Non-competitive bids 
are allowed, having been introduced in order to popularize the 
Treasury Bill among small banks who cannot be expected to be expert 
in fixing a price. New York dominates the tender—about two-thirds 
of the w eekly issue goes first into New York hands, though much of 
this passes into out-of-town hands. The New York dealers take up 
large amounts not to hold but for quick resale to non-bank buyers, 
small banks, and even to large banks when these have been unsuccessful 

1 This is in theory the position of these dealers; in practice experts who know both 
London and New York frequently characterize the latter as a very 'thin’ market in which 
big deals arc by no means always easy to complete. 



The New York Money Market through London Eyes 139 

at the tender. The whole business is more complex than in London, and 
the greater heterogeneity of the New York market almost certainly 
makes for conditions closer to Marshall s perfect market. 

Once issued, U.S. Treasury Bills continue to enjoy an active market. 
The dozen or so dealers (including dealer banks) establish bid and 
offer prices; they deal as principals, making their profit out of the 
‘turn’; there is virtually no broking. Even the large banks sell as well 
as buy, unlike the London banks, which are ordinarily only buyers of 
Treasury Bills. (New York did not have a prejudice against re-discount- 
ing to carry over from commercial bills to Treasury Bills.) The Federal 
Reserve Bank is still, even since its recent drawing-in of horns, active 
in this market. It participates in the weekly tender only to replace 
expiring bills in its portfolio, but it continually has important transac¬ 
tions with dealers. The Bank of England similarly adjusts its portfolio 
of Treasury Bills constantly, operating nowadays both with the twelve 

discount houses and with the clearing banks. 

If banks, after making what adjustments they wish in their portfolios 
of commercial paper, acceptances, and government securities, are short 
or long of cash, they can operate in the Federal Funds market before 
being reduced to borrowing at the Federal Reserve or holding excess 
reserves (according to whether they are short or long of cash). This 
rapidly developing market in Federal Funds is something for which 
London has no precise parallel, the nearest to it being the bidding by 
the discount houses for their marginal funds before they resort to the 
discount office (‘the front door’) of the Bank of England. The demand 
for Federal Funds (balances at the Reserve Bank) is a demand by 
banks and by dealers in government securities. The New York banks 
use this market to such effect that even in 1954-5 lheir borrowings 
from the Reserve Bank have been neither extensive nor prolonged. The 
supply of Federal Funds is mainly by banks, the big New York banks 
again predominating, though out-of-town banks are increasingly learn¬ 
ing to put funds into this market instead of carrying barren excess 
reserves. There are also non-banking sellers, such as dealers in govern¬ 
ment securities after they have sold bills to the Reserve Bank, and 
agents of foreign banks who have by some means or other come into 
possession of balances at the Reserve Bank. The market is extremely 
active and ‘a free higglers’ market if ever there was one , and the tighter 
monetary conditions of 1954-5 have drawn into its vortex temporarily 
surplus bank-cash from all over the country. Banks outside as well as 
inside New York are acting as dealers, maintaining a wide network of 
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contacts through which they buy and sell Federal Funds. The dealers 
in government securities are active as agents, putting buyers and sellers 
in touch with each other, and many banks deal directly with each other. 
The centre of the market has for some time been a Stock Exchange firm 
with which the banks are in continuous contact. This firm brings 
together buyers and sellers and records the ruling market price—a price 
which can move from hour to hour. Since there are always some banks 
willing to borrow at the Reserve Bank, and since the government 
securities which are nowadays eligible paper are always abundant, the 
price of Federal Funds cannot rise appreciably above the Reserve’s 
discount rate; its practical range lies between zero and about one- 
sixteenth below the official discount rate, and it can fluctuate rapidly 
throughout this range.* This degree of fluctuation is of course charac¬ 
teristic of a money market’s price for spare cash—in London the rate 
paid in the last hour of the day by discount houses for overnight money 
behaves in just the same way. 

This market in Federal Funds is a money-market feature often 
overlooked by defenders of the present structure of the London market. 
The latter is alleged to be necessary in order to iron out temporary 
disturbances in the cash position of individual banks: since the latter 
will not borrow from each other, they must be able to compensate dis¬ 
turbance in their cash by lending more or less to the discount houses. 
Another way of putting the same London argument is to say that only 
the presence of the discount houses enables the banks to hold their cash 
ratio fixed day by day. If inter-bank deals in balances at the central 
bank are possible—and this is what the Federal Funds market comes 
to—this justification for the discount houses collapses. 

It a market of the Federal Funds type can take care of any redistribu¬ 
tion of cash reserves required by the commercial banks, what is there 
left for a money market of the old type—a bill market—to do? A 
London bill-broker would, in answer to this question, at once point 
to two other important functions now performed by him and his kind; 
and his answer bears translation into New York terms. There is first 
his traditional function of making a market in old-fashioned bills of 
exchange—I would say ‘commercial paper’ but for the special meaning 
of that term in New York. Secondly, the bill-broker would point to 

1 During the tight money period of September 1955 the rate was never more than 
onc-sixteenth below the official discount rate, and sometimes equalled it. In this phase, 
it is notable that the Federal Reserve relieved market needs by taking from dealers govern¬ 
ment securities under very short-term repurchase agreements, so in effect lending to the 
dealers. 
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his dealings in Treasury Bills and his jobbing function in short-term 
government bonds—paper with less than five years to run to maturity. 
This function is anything but a traditional function; it is a growth of 
the last twenty or thirty years, though now apparently as well estab¬ 
lished as any other tree in this particular wood. 

Just how important is the first of these two lines of business ? There 
is some advantage, as far as lending for foreign trade is concerned, in 
some division of labour between accepting houses who investigate 
credit-worthiness and bill-holders who furnish the money; but there 
is little in this when as in London much of the accepting is undertaken 
by the banks themselves, or when as in New York it is all done by the 
banks themselves. Similarly I acknowledge but cannot attach much 
weight to the argument that this alternative channel for finance operates 
as some check upon the greed of possibly monopolistic banks. Both 
London and New York still know plenty about competition in banking, 
and further potential competition on mere fringes of the business can 
make little difference. 

There remains the business of making a market in short-term 
government paper—both Treasury Bills and short bonds. The appetites 
of individual banks for these desirable banking assets must vary from 
time to time; sometimes the appetite of non-banking holders, even of all 
banking holders, change in the same direction at once. Hence the exis¬ 
tence of a body of jobbers is a convenience to the government, whose 
credit terms are improved by the maintenance of a good market, and 
this advantage to the government as a borrower reflects die advantage 
of good markets to the lenders. All parties gain from the existence of 
a good market in government securities, and the banks especially must 
attach high importance to this market now that their portfolios are so 
crammed with government paper. It is therefore primarily because they 
are buffers in the markets for government paper that we should value 
the specialist operators in the great money markets of the world; their 
function as intermediaries dealing in bank cash is less vital, though it 
does incidentally strengthen the markets for securities. 

Ill 

These developments in the New York money market, like those in 
London, have been largely a response to the changed asset-and-debt 
structure of the country’s economy; the new structure of assets and 
debts is itself due to the growth of a strong and concentrated banking 
system and to the inflation of public debt in two wars. The financial 
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habits of the country’s business have become adapted to the changed 
background of financial institutions and public debt, and it would be 
surprising if the old techniques of monetary policy could in the new 
circumstances exercise their pressures in exactly the old way and with 
exactly the old effects. The sharpness of the contrast is exaggerated, but 
without substantial distortion, if we say that the money market used to 
deal in short-term trade paper, and that conditions in that market used 
to be of supreme importance to banks which were ordinarily fully 
‘loaned-up’ for business customers. Conditions in the money market 
were of first-rate importance in the great commodity markets, and in 
the mercantile community generally, both directly in that much trade 
credit was obtained by discounting bills in the market and indirectly 
in that the banks were forced to react pretty sharply to changes in the 
money market. The automatic response to a tightening of the market, 
whether by loss of gold reserves or by deliberate operations of the 
central bank, appears to have had a sweet simplicity contrasting sharply 
with the complexity of central banking as we know it—central banking 
that has to be supplemented by exhortations from the Chancellor of 
the Exchequer. This new complexity has its roots in the facts that our 
powerful banks generally have a substantial cushion of government 
securities in their portfolios and that government paper is the staple 
diet of the money market. Pressures on the country’s business cannot 
now be exercised directly, but only indirectly through the markets in 
government securities. 

Exactly how are these pressures to be exerted? Can the central 
bankers safely confine their operations to very short loans and three 
months’ Treasury Bills, or must they be prepared to exert a more 
general direct pressure on a wide range of securities ? This is a quesdon 
much debated in New York and Washington in recent years, and one 
on which London’s experience in 1954-5 should throw some light. The 
leaning of central bankers is generally towards a restriction of their 
operations to the shortest instrument; in the United States this view— 
at the moment the prevailing view—is strongly supported in Washing¬ 
ton, while some of the authorities in New York favour the other view, 
that the central bank should be ready to operate in any part of the 
market for government securities. To label the opposing views ‘the 
New York view' and ‘the Washington view’ is perhaps a little unfair 
to the men in these two centres, since the detailed views taken differ 
in emphasis rather than in fundamentals; but it will be convenient in 
what follows to refer to the more restrictive view of central bank 
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operations as ‘the Washington view’ and the wider view as ‘the New 
York view’. 

The Washington view, or ‘bills-only doctrine’, is based on the 
argument that the cash reserves of the banks are equally affected by 
operations in any group of securities, and that the normal links between 
markets will cause a change in the Treasury Bill rate to provoke any 
desired change in the level of long-term rates of interest. Put in this 
extreme way, the restricted operations of the central bank will do all 
that is desired, both in changing the lending policies of the banks and in 
changing the whole structure of interest rates. Further, the Washing¬ 
ton view is that more extended operations in the medium- and long¬ 
term markets—are likely to make for sharp jumps in bond prices (since 
a decision that long rates ought to rise by, say, £ per cent, implies a 
wide movement in thp prices of long bonds) and that, when dealing in 
bonds becomes a matter of staking large capital sums on the ‘arbitrary* 
decisions of a few men in authority, the dealers will prefer to avoid 
taking a position, and will only operate against firm orders from clients 
—becoming in effect mere agents between the investing public and 
the authorities. If the market does become restricted in this manner, 
the tendency is for the price—now simply the official dealing price 
to become ‘pegged’ by official decision, and distaste for official peg - 
ging’ of bond prices is undoubtedly a factor in the Reserve System’s 
present reluctance to go outside the bill market. 

The argument that dealers will not take a chance on official opera¬ 
tions is also applicable to intervention by the authorities at the short 
end of the market—in Treasury Bills, for example—but it does not 
have the same force because changes in short rates imply much smaller 
changes in capital values . 1 It is this difference in the degree of risk in 
capital values that affords some justification for the Washington dis¬ 
tinction between Treasury Bill transactions which are, and medium- 
and long-term bond transactions which are not, appropriate in central 
banking. 

Against this restrictive view of central banking there is the argument 
that the central bank may want to get quick effects upon medium- and 
long-term rates of interest, and that market forces will not dependably 
produce changes in the bond markets without some intervention by 
the central bank. The obstacle impending quick reaction through 
the whole range of interest rates may be technical or psychological. 

' Even 50, there have been times in the London discount market when dealings have 
been more or less frozen by fears of a rise in Bank Ilate. 
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Borrowers and lenders may be tightly tied to the short end of the 
market, as when firms are investing seasonally surplus funds; or 
long-term rates may be sticky because the new level of short rates is not 
expected to last for long. In either case intervention—in some circum¬ 
stances quite small in amount—by the central bank may be desirable. 

Why should the central bank want medium- and long-term rates 
to move at all sharply? There are two answers to this; the first has 
been familiar in economic literature ever since Keynes directed atten¬ 
tion, a generation ago, to the case for regulating capital development 
and to the importance of the long-term rate of interest as a regulator 
of investment programmes. This case has been seriously questioned, 
but many economists would still argue that the long-term rate of 
interest is sometimes a worth-while weapon. The second answer to our 
question in no way qualifies this familiar case; it is a new argument 
deriving from the new importance of bond prices in regulating the 
behaviour of financial institutions. The central banker’s traditional 
reliance on cash as the regulator of lending by the banks is justifiable 
only oh the assumption that bank advances are as high a proportion of 
total bank resources as the banks are willing to allow, or that the banks’ 
other assets can be realized only at appreciable loss. Though there have 
lately been some exceptions among New York banks, the broad effect 
of many long-term forces has been to falsify the first assumption: most 
banks would like to see their loan proportions much higher than they 
have been for a very long time. In these circumstances, a mere reduction 
in their liquid reserves is no longer sufficient to deter them from making 
further advances, since they can contract their investments—their 
holdings of government bonds—to compensate for any expansion of 
advances. It is therefore necessary, in a programme of restraint by the 
central bank, for the central bank to ensure that sale of any bank invest¬ 
ments is made a costly procedure. The central bank’s policy of restraint, 
that is to say, must entail an appreciable rise in interest rates over the 
whole range of maturities of bonds held in bank portfolios. From this 
point of view the rise in longer-term rates can, of course, be less than 
that in shorter-term rates, since a deterrent fall in capital values is what 
the central bank is seeking. But there must be significant change over 
the whole range of interest rates in which commercial banks are 
interested, and the central bank must enforce this by direct operations 
in the bond market if necessary. This necessity of ensuring an adjust¬ 
ment in medium- and long-term rates of interest, for the sake of enforc¬ 
ing restraint in lending by commercial banks, is something new in the 
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history of central banking. In the old days it was enough that open- 
market operations reduced the cash reserves of the banking system; 
nowadays they must ensure that the change of interest rates goes far 
beyond the bill market. 

It will be appreciated that this argument, substantially reinforcing the 
case for direct operations in the bond market, leads to the requirement 
for comparatively minor changes in the longer-term interest rates. But 
these changes must be big enough to imply deterrent changes in capital 
values, for that is their purpose. Even if the central bank were to con¬ 
fine itself to operations in bills, it would have to press these far enough 
to provoke arbitrage between the short and longer markets, in order 
to secure the required changes in the longer markets. Fears that the 
central bank’s intervention will frighten dealers from taking positions in 
the bond market have therefore to be faced, whether the central bank 
operates directly or indirectly; they therefore constitute no strong 
argument against direct operations in the longer markets. In any case, 
the New York central bankers who actually operate in the market do 
not appear to share Washington views on this point; and it is difficult 
to reconcile the Washington view with the fact that there are perfectly 
good markets, with dealers holding stocks, in ordinary shares and in 
commodities whose price fluctuations are often far wider than those 
we are envisaging in the gilt-edged market. If there is anything in the 
view that markets dominated by the decisions of central bankers tend 
to lose depth and resilience, perhaps the solution is for the central 
bankers to operate on both sides of the market constantly, encouraging 
the activity of the market at all times irrespective of any desire to force 
prices one way or the other. 

Some case of course remains for central banking that is confined 
to governance of short-term rates of interest. These rates have their 
importance, even in modern conditions, in influencing commodity 
markets, the holding of stocks, and international capital movements. 
But to secure real control of the lending operations of the commercial 
banks, as well as for more traditional reasons, effective central banking 
calls for intervention in bond markets over a wide range. Control of 
the cash basis alone is not enough. The astute borrowing policies of 
governments in this century and the refinement of our money-market 
institutions have made a great volume of government paper too much 
like cash for the cash basis alone to be the governor. Between them 
central banks and Treasuries must accept responsibility for operating 
on the debt structure as part of the normal apparatus of monetary 
policy. 
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